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1

Introduction

The ideas for this study have been distilled from the simple proposition
that an unregulated market economy is subject to recurrent phases of
growth and stagnation. Yet for the neoclassical economist, these alter-
nating phases of boom and slump merely reflect temporary disturbances,
or exogenous shocks to the system. If left to its own devices, neoclassical
theory asserts that the market economy will eventually gravitate back to
its “normal” state of long-run equilibrium. The aim of this book is to
debunk this conventional wisdom and to suggest that in the market
economy, these recurrent crises are not only an inherent characteristic,
but also tend to be more endemic and entrenched under the conditions
of oligopolistic competition.

In this context, the aim is twofold. In the first part of this study, a theo-
retical critique is developed and alternative theories will be evaluated
from post-Keynesian and Marxian perspectives. It is not sufficient, how-
ever, merely to construct a theoretical critique. The real problem is to
formulate a theory that can explain the general economic dynamics of a
specific phase of historical development. In other words, the problem of
historical specificity needs to be addressed. The object of economic theo-
ry should ultimately be to reveal the “deeper” structures operating as
threshold historical tendencies (Lawson, 1997). Accordingly, several
tentative hypotheses will be articulated in order to shed light on recent
historical developments. The second part of this study is therefore
devoted to a more concrete historical analysis of these inherent “ten-
dencies.” The essential kernel of the argument is that under the mature
stages of the evolution of monopoly capitalism and in the absence of
powerful countervailing forces (i.e. technical innovation, market
expansion), the natural tendency is toward economic stagnation.
This conclusion is doubtless the very antithesis of the neoliberal claim



that the market economy tends toward full employment equilibrium in
the long run.

Over the past two decades, most Western countries, especially the
English-speaking world, have experienced a revival of neoliberal eco-
nomic doctrines. Proponents of these neoliberal doctrines sought to
completely dismantle the postwar regimes of accumulation and national
modes of regulation. Their theories were informed by standard textbook
microeconomics, which had supported the view that to improve inter-
national competitiveness and more efficient resource allocation, coun-
tries should be exposed to the rigors of free trade. Neoliberals believed
that it was essential to deregulate both the financial and labor markets
and to privatize, wherever possible, state enterprises. The Chicago school
of economics, which had elevated small government and lower taxes as
high virtues so that the market would allocate resources and prevent the
“crowding out” of private investment, influenced their ideas. Their ideo-
logy was imbued with a profound distrust of government intervention
and an equally blind faith in the efficacy of the unfettered free market.

From the standpoint of the neoliberal paradigm, the prevailing
Keynesian policies had exhausted themselves. Neoliberal critics argued
that these national policies could no longer be legitimized. This para-
digm shift away from the prevailing corporatist forms of state regulation
(e.g. the welfare state, financial regulation and industry intervention)
coincided with the demands of transnational corporations that these
national modes of regulation and protectionism should be gradually
abolished. National deregulation, privatization of public corporations
and market liberalization became the neoliberal mantra. Most of these
ostensible “efficiency” gains would be secured through cost reductions
and rationalization in order to promote static Pareto-efficiencies and
improve competitiveness. However, the efficacy of the neoliberal strategy
ultimately confronts the limits of its own narrow economism. It is just as
plausible to contend that the liberal and deregulationist logic will merely
accentuate regional disparities, erode established social legislation and
norms, and severely limit the scope for traditional Keynesian policies of
fiscal stabilization and full employment.

The neoliberal strategy not only implied the dismantling of national
modes of regulation but the curbing of the power of organized labor in
order to foster greater labor market flexibility and mobility. The basic theo-
retical contention was that market liberalization would generate an
increase in the level of productive investment and economic restructuring
through the purgative forces induced by competition. The most powerful
advocates of neoliberalism came from the World Bank, the International
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Monetary Fund (IMF), the US Treasury and from the reconstituted World
Trade Organization (WTO), and are reflected in the so-called Washington
consensus. Some writers refer to this globalization drive as the Wall
Street–IMF–US Treasury complex.1

Within the neoliberal revival, two strands emerged. Public choice theory
argued that government intervention encourages rent-seeking behavior
by private firms and “moral hazard” risks in the form of cronyism and cor-
ruption. Free markets were the most efficient means by which resources
should be allocated. Hence, governments should play a minimal role in
economic life. The second dominant current, emanating from the World
Bank, advocated market-friendly policies and argued that there is a role for
government on the grounds of market failure. Government policies, how-
ever, should be “non-selective” and should be focused on the provision of
public goods in terms of a social and physical infrastructure and an appro-
priate regulatory environment to encourage private investment. Neo-
classical economists generally favored comprehensive change towards
liberalization, an immediate “big bang,” or “shock therapy” treatment.2

However, these policies have failed to take into account the critical role
performed by institutions in the determination of transaction costs
(North, 1990). In other words, neoclassical theory is concerned primarily
with the operation of markets, not with how markets develop. Markets
are perceived as impersonal abstractions rather than complex institutions
governed by a set of legal and political rules and regulations.

In the absence of countervailing modes of state regulation and gover-
nance, market fundamentalism will inevitably destroy social cohesion
(Boyer, 1996, p. 108). The persistence of high levels of unemployment,
more volatile financial panics and the emergence of semipermanent
overcapacity have characterized the neoliberal era since the mid-1970s.
Polanyi (1957) developed a powerful and radical critique by posing the
question: can social life be governed exclusively by the abstract princi-
ples of supply and demand? Needless to say, his answer was in the neg-
ative: “The commodity description of labour, land and money is entirely
fictitious. Nevertheless, it is with the help of this fiction that actual mar-
kets for labour, land and money are organised” (Polanyi, 1957, p. 72).
Doubtless, the most visible legacy of the neoliberal counterrevolution
has been the growing income inequalities, both between the rich and
poor countries and within those countries themselves.

The centrifugal forces generated by the neoliberal strategy have also
sharpened regional disparities. The spatial dimension of economic
development has been characterized by a core/periphery configuration.
One of the seminal theories of this process of uneven development was
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developed by Myrdal, who argued that capital movements tend to
increase regional inequality by concentrating in the more developed
regions (Myrdal, 1957). These are identified as the centrifugal, “spread
effects”:

In the centers of expansion, increased demand will spur investment,
which in turn will increase incomes and demand and cause a second
round of investment and so on. Saving will increase as a result of
higher incomes but will tend to lag behind investment in the sense
that the supply of capital will steadily meet the brisk demand for it.
(Myrdal, 1957, p. 28)

However, the opposite logic of cumulative causation is evident in the
less-developed regions. These are identified as the “backwash effects”
which merely reinforce the structural and socioeconomic disadvantages
of these regions.

Capital will tend to migrate from the less profitable to the more prof-
itable sectors and regions of a spatially defined economy. According to
Emmanuel, if labor remains relatively immobile, wages in the more
technically advanced sectors of the economy will be generally higher
than those in the less-developed regions:

Since equivalence in capitalist production relations signifies not the
exchange of equal quantities of labour, but that of equal aggregates of
factors (labour and the use of capital), non-equivalence (unequal
exchange) can only signify the exchange of unequal aggregates of the
same factors. (Emmanuel, 1972, p. 325)

Uneven development can thus be defined as a sectoral disparity between
different branches of production, which exhibit differing capital/labor
ratios. A dualism has evolved between the high wage, high productivity
regions/countries, on the one hand, and the low wage, low productivity
regions/countries, on the other hand.

A common theme throughout this study is that neoclassical theories
of growth have attempted, unsuccessfully, to abolish the trade cycle.
Orthodox neoclassical theories have assumed that the capitalist economy
naturally gravitates toward a steady state of full employment equilibrium.
Crises are merely transitory exogenous events, which momentarily disturb
this equilibrium. Yet a cursory analysis of the recent historical evidence
would suggest that in the capitalist economy, booms and slumps govern
the growth trajectory. Say’s law of the market implies the impossibility of
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general gluts. However, as soon as money is construed as a store of value,
rather than a means of payments or as a “veil over barter,” the whole logic
of Say’s law breaks down. This is particularly so with the development of
credit institutions. Money is increasingly an endogenous function of pri-
vate financial institutions. Credit tends to incessantly expand the limits
of accumulation. With the issuing of bank money, credit supersedes the
limits imposed by the level of savings. It follows that, under a finance-led
regime of accumulation, crises become endemic. “Every crisis in the real-
isation of exchange-value assumes a global character and appears as a
financial crisis. It affects financial circulation as a whole, but its epicentre
is necessarily the banking system as the site where private credits are given
liquidity” (Aglietta, 1979, pp. 336–7). This paradox is cogently summa-
rized by Hilferding:

The general possibility of a crisis arises from the dual existence of the
commodity, as commodity and as money. This involves the possibil-
ity of an interruption in the process of commodity circulation if
money is hoarded instead of being used to circulate commodities. . . .
But as long as money functions only as a means of circulation, as long
as commodities exchange directly for money and money directly for
commodities, the hoarding of a sum of money need only be a single
isolated occurrence which would make it impossible to sell some par-
ticular commodity, but would not involve a general slump in sales.
The situation changes, however, when the function of money as a
means of payment and commercial credit develop. A slump in sales
now makes it impossible to meet previously contracted debts. . . . The
chain of debtors resulting from the use of money as a means of pay-
ment is broken, and a slump at one point is transmitted to all others,
so becoming general. . . . Only capitalist production generalises com-
modity production, allows all possible products to assume the com-
modity form, and finally – this is the crucial point – makes the sale of
the commodity a precondition for the resumption of reproduction.
(Hilferding, 1981, pp. 239–40)

Under the conditions of monopoly capital, there is an inherent
tendency toward chronic stagnation. This study generally supports the
Baran/Sweezy thesis that the central problem, which confronts the
monopoly stage of capitalism, is the absorption of the economic sur-
plus. The problem of effective demand becomes the ultimate barrier to
the accumulation of capital and also implies the concomitant dilemma
of the utilization and absorption of excess capacity. This phenomenon
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usually takes the form of a crisis of overaccumulation (Chapter 3). One
of the great tragedies that accompanied the rise of neoliberalism over
the past two decades has been the loss of historical memory and the
deep insights offered by Keynes, Kalecki and their later adherents. It is as
if economic theory has gone full circle. Say’s law, the very cornerstone of
orthodoxy’s articles of faith, was reinstated 50 years after it had been
demolished by Keynes’s General Theory and discredited by the bitter
experience of the Great Depression. More than ever, it is the innate fail-
ure of conventional, neoclassical theories to explain the alternating
phases of growth and stagnation in economic life, which has provided
the basic rationale for this study.

It will be argued that the prevailing neoclassical theories of growth fail
to articulate the dynamics of innovation and technological change.
Technology is still treated as a “black box,” as though it were in vacuo
and exogenous to the economic system as a whole. These theories lack a
coherent explanation of endogenous technological change and are
quite devoid of a systematic treatment of long-term structural change.
The myth that the market economy will move toward a steady state of
full employment equilibrium is not only pre-Keynesian but also entirely
inappropriate on simple empirical grounds. In this study, it will be
assumed that the market economy is inherently unstable and that dise-
quilibria dominate its behavior.

Indeed, there is something quite perverse about the deductive
methodology of modern economic theory in general. Neoclassical mod-
els are based upon a comparative static methodology and are essentially
devoid of any sense of historical time and the very notion of dynamics
(Keen, 2001). In this steady state world of equilibrium, linear production
functions, characterized by perfect competition and perfect substi-
tutability in the factors of production, constitute the means by which a
supply-side theory of growth is articulated. The growth accounting
method assumes constant returns to scale, elevates price effects over
income effects, stresses substitution over complementarity and regards
technical change and factor endowments as exogenous. By assuming the
exogeneity of factor endowments and technical change, the theory
abstracts from the most interesting and critical driving forces of the
growth process itself. It can be surmised that neoclassical theories tell us
very little about the stylized facts of the dynamics of growth. In order to
account for these stylized facts, an alternative approach, informed by
post-Keynesian theories of growth, will be developed (Chapter 2).

Post-Keynesian critiques have challenged the monetarist assumptions
of an exogenous money supply and the doctrine of monetary neutrality
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in the long run. Post-Keynesian economists such as Minsky, Kaldor,
Kalecki and others have argued that the money supply is endogenous
and is governed by the demand for credit and by the Keynesian notion
of liquidity preferences. These heterodox theories also reaffirm the original
insights by Keynes over the critical issue of uncertainty in the behavior of
investors and consumers, which contradict the assumptions of rational
expectations. Minsky once remarked that Keynes without the notion of
uncertainty was akin to Hamlet without the Prince. Unfortunately, public
policy is still informed by ideas that have ceased to have much relevance
in the real world. Translated into the political arena, moribund ideas
are more difficult to overcome: “Practical men, who believe themselves
exempt from any intellectual influences, are usually the slaves of some
defunct economist. Madmen in authority, who hear voices in the air,
are distilling their frenzy from some academic scribbler of a few years
back” (Keynes, 1936, p. 293).

The dominant view in macroeconomic policy over the past two
decades has been informed by the monetarist-inspired expectations-
augmented Phillips curve. The emphasis has therefore shifted from the
conventional postwar Keynesian policies of full employment to the
macroeconomic objective of price stability. However, the imposition of
restrictive monetary and fiscal policies in order to curtail inflation have
led to historically high levels of unemployment and the underutilization
of productive capacity. Indeed, the legacy of high levels of unemploy-
ment in order to achieve price stability can no longer be justified on both
social and scientific grounds. A more recent critique by James Galbraith
(1997) questions the empirical validity of the non-accelerating inflation
rate of unemployment (NAIRU), which has become the cornerstone of
modern macroeconomic theory.

Friedman supplied no theory for a short-run Phillips curve, yet he
affirmed that such a relation would “always” exist. And Friedman’s
argument depends on it. If the Phillips curve fails empirically – that
is, if levels of unemployment do not in fact predict the rate of infla-
tion in the short-run – then the construct of the natural rate of
unemployment also loses meaning. (Galbraith, 1997, p. 94)

In his influential 1943 article on the political aspects of full employ-
ment, Kalecki argued that the “captains of industry” would oppose full
employment policies because this would lead to a breakdown of disci-
pline in the factories. The capitalist system demands that there always
exist a “reserve army of labor” in order to contain wage rises and maintain
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discipline in the workforce even though this might inevitably lead to a
fall in the level of effective demand (Kalecki, 1972). The Phillips curve
can therefore be interpreted as a political struggle waged over the distri-
bution of income between profits and wages. The objectives of price sta-
bility should also be viewed from the standpoint of the conflicting
interests of debtors and creditors. High levels of inflation would benefit
debtors at the expense of creditors and vice versa. The anti-inflationary
policies favored by monetarists therefore benefit finance capital and
rentiers at the expense of industrial capital. Such an outcome would
doubtless evoke a sense of grave misgivings from those economists
steeped in the Keynesian tradition of financial “repression” and Keynes’s
own declaration of the “euthanasia” of the rentier.

Perhaps the most contentious proposition that informs the NAIRU is
the neoclassical assumption of a perfectly competitive labor market
and the implication that involuntary unemployment does not exist (the
so-called “natural” rate of unemployment). This theory is pre-Keynesian
in that the supply and demand for labor cannot be modeled in terms of
the real wage. A nominal wage cut will not restore equilibrium but will
affect the level of effective demand. Furthermore, there is a close rela-
tionship between money wages and nominal wage increases. Therefore,
workers are unable, as a general rule, to negotiate for their real wages. In
the general Keynesian scheme, aggregate demand for output rather than
the supply and demand for labor, will ultimately determine the level of
employment. Nor is it empirically plausible to suggest that inflation is
caused solely by wage rises. Indeed, most of the inflationary pressures
over the past two decades have been caused by supply shocks such as the
recurrent oil price rises. The other major source of inflation in the
United States can be attributed to successive exchange rate deprecia-
tions, which have increased import prices. It can be argued that in
recent years, the onset of deflation as a result of chronic excess capacity
and stagnant effective demand has emerged as the real danger to growth
and recovery in the global economy.3 If the debt-deflation theory devel-
oped by Fisher (1933) and elaborated by Minsky (1982) is borne out by
history, then the real problem over the next decade could prove to be
deflation rather than inflation.

What does remain pertinent, however, is the extent to which the dis-
inflationary policies pursued over the past two decades have contributed
to the possible onset of debt deflation:

A high rate of inflation during a crisis enables debts which were based
on unrealistic expectations to be nonetheless validated, albeit over a
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longer period than planned and with far less real gain to investors.
A low rate of inflation will mean that those debts cannot be met, with
consequent “domino” effects even for investments which were not
unrealistic. (Keen, 1993, p. 10)

In other words, will the monetary authorities – most of whom are still
imbued with the ideology of monetarism – respond to the crisis by pur-
suing reflationary policies or will they continue to be obsessed by the
inflationary demons? If we assume the latter, then the consequences
could prove to be quite deleterious.

The broad outlines of this slump syndrome are already evident with
the severe curtailment of effective demand in most OECD countries and
the emergence of quite serious financial retrenchment after the end of the
1990s speculative financial boom in the United States. The ultimate eco-
nomic consequences of this monetarist-inspired process of severe
disinflation are rising unemployment and a decline in productive
investment. As tax revenues shrink as a result of the slump, each gov-
ernment will be confronted by a fiscal crisis. Since the ability to resort to
foreign borrowings has been constrained by the penalties imposed by
deregulated financial markets, there has been an overwhelming trend
toward public sector expenditure cutbacks and the privatization of pub-
lic assets in order to balance the national budget over the economic
cycle. Taken as a whole, these policies amount to a radical dismantling
of the post-war system of regulation, a weakening of the “automatic sta-
bilizers” performed by the state sector and the winding back of tradi-
tional Keynesian countercyclical policies.

The basic structure of the book is divided into two parts. In the first
part, the general aim is to develop a theoretical framework to interpret
the dynamics of growth and crisis under oligopolistic conditions.
Chapter 1 will revisit some of the controversies that have informed
Marxian economics over the dynamics of accumulation and crisis. This
will provide a useful theoretical “compass” in the sense that these
debates were quite seminal and continue to resonate in modern dis-
courses. Chapters 2 and 3 develop an analysis of alternative theories of
accumulation under the conditions of oligopoly. In the former, post-
Keynesian theoretical renovations of circular and cumulative causation
will be introduced as a critical alternative to the prevailing neoclassical
theories of growth. In the latter, the stagnationist tendencies inherent
under the conditions of oligopolistic competition and rivalry will be
examined from a Kalecki, Steindl, and Baran/Sweezy perspective. Recent
developments of the Fisher/Minsky dynamics of “debt deflation”
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embodied in the preeminence of a finance-led regime of accumulation
are also introduced. Chapter 4 critically surveys long-run phases of cap-
italist accumulation and the Schumpetarian waves of “creative destruc-
tion” as possible countervailing forces to the inherent tendency toward
stagnation.

In the second part of this study, the dynamics of stagnation and crisis
will be analyzed from a more concrete historical standpoint. The final
three chapters provide a historical contextualization of the most recent
developments in the international capitalist economy from the mid-
1970s to the onset of the East Asian financial meltdown in 1997–98. The
breakdown of the postwar system of Pax Americana and the emergence of
chronic stagnation in Europe and Japan will form the core narrative in the
possible onset of a global crisis of overaccumulation. These chapters
intend to highlight the inherent and systemic tendencies of the processes
of globalization and interimperialist rivalries, which threaten to hasten a
severe and prolonged phase of crisis over the next decade. Needless to say,
the diagnosis does not lend itself to optimism. However, one of the great
tragedies of the history of economic thought is that prevailing orthodox-
ies are only overthrown in the event of a major crisis. After all, it was the
Great Depression of the 1930s which gave birth to the Keynesian revolu-
tion. We could soon witness a similar “great transformation” to borrow
from Polanyi’s powerful and seminal study.
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1
Accumulation and Crisis: 
Marxian Controversies

Introduction

The controversies within Marxian economics over the causes of capitalist
crises and the issue of effective demand provide a fertile terrain in the
study of the dynamics of growth and crisis. Despite the different language
and theoretical categories that inform Marxian economics, the issues and
problems that the leading theorists had encountered still resonate with
the modern concerns of mainstream economics since the publication of
Keynes’s General Theory. Indeed, it is quite astounding just how these
controversies have withstood the test of time and continue to inform
the contemporary discourse. The debates sparked by the publication of
Rosa Luxemburg’s Accumulation of Capital, appear to have prefigured the
theoretical issues that had tempered the Keynesian revolution in mod-
ern economic thought.

Marxian economics views capitalist crises as inherent and necessary
characteristics of the market economy. These crises take several forms:
(1) the disproportionality between the different branches of production,
(2) crises of the realization of surplus value into profit, which can act as
a catalyst for a general financial panic, and (3) the tendency for the rate
of profit to fall in the long run. The latter implies the eventual demise of
capitalism. Since this prediction has failed to materialize, Marxian eco-
nomics has lost much of its legitimacy. However, this does not mean
that Marxian economics is irrelevant. It might simply mean that since the
time of Marx, capitalism itself has been transformed. After all, it was the
Keynesian revolution that ultimately rescued capitalism from crisis and
collapse in the 1930s. Since the turn of last century, capitalism has
evolved into its present monopoly stage of development, which signifies
that the central problem that confronts the system is the “absorption”



of a rising economic surplus, rather than a falling rate of profit (Baran &
Sweezy, 1966).

In this chapter we will explore some of the controversies within
Marxian economics over the dynamics of growth and crisis. Marx’s
original theory of the tendency for the rate of profit to fall will be criti-
cally examined as well as the schemes of reproduction in Volume 2 of
Capital. The debates over the problem of markets, sparked by Rosa
Luxemburg’s Accumulation of Capital, will be revisited. Finally we will
examine the later contributions of Baran and Sweezy to these perennial
controversies.

1 The law of value revisited

Before we explore the laws of motion, which characterize the Marxian
dynamics of growth and crisis, the natural point of departure involves
no less than a revitalization of the Marxian theory of value. The law of
value is based upon the appropriation of surplus value. The central prob-
lem for Marx was to develop a theory which explained the origins of sur-
plus value. Under the conditions of generalized commodity production,
Marx contends that surplus value is a function of labor power, which is
performed above the socially necessary labor-time required to produce
commodities and is appropriated by the owners of the means of pro-
duction. Realized in its various historical forms as profit, rent, interest,
dividends, etc., surplus value acquires a logic of its own and the inces-
sant struggles waged over its distribution and appropriation constitute
the very logic of class struggle.

Whereas simple commodity production is merely an idealized expres-
sion in which values exchange for their equivalents in terms of simple
use values, generalized commodity production is based upon the realiza-
tion of exchange value. Simple commodity production can be defined by
the general formula C–M–C in which commodities (C) are both the start-
ing point and end result of circulation. In stark contrast, generalized
commodity production is the sine qua non of capitalism, which is char-
acterized by the circuit M–C–M� where money (M) undergoes a meta-
morphosis into capital (M�). In other words, surplus value is transformed
into profit. The mediation of money acquires a seemingly independent
power and presupposes a more advanced stage in the development of
capitalism. Under the conditions of generalized commodity production,
the process of exchange increasingly determines the real limits of pro-
duction and enlarged reproduction. Use value constitutes a universal
end of productive activity, independent of historical forms of social
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organization. Under capitalist relations, however, exchange value in
order to realize surplus value, becomes the sole and compelling motive
of production itself.

The incessant tensions and contradictions generated between the use
value and exchange value of commodity production constitute the root
causes of capitalist crises. A crisis occurs when there is a violent rupture
between the use value and exchange value of generalized commodity
production. The social character of production previously concealed
beneath the “phenomenal” form of exchange value now comes to the
forefront. Crises are therefore an inherent feature of the capitalist mode
of production. Capitalist crises possess a dual character: on the one hand
there emerge recurrent crises of overproduction and relative dispropor-
tion between the different branches of production, on the other hand
there is always the possibility that these crises could assume the form of
a generalized crisis of realization.

The real barrier to capitalist production is capital itself. It is that capi-
tal and its self-expansion appear as the starting and closing points, the
motive and the purpose of production, that production is only pro-
duction for capital and not vice versa, the means of production are
not mere means for a constant expansion of the living process of the
society of producers … The means – unconditional development of
the productive forces of society – comes into conflict with the limited
purpose, the self expansion of the existing capital. The capitalist mode
of production is, for this reason, a historical means of developing the
material forces of production and creating an appropriate world mar-
ket and is, at the same time, a continual conflict between this its his-
torical task and its own corresponding relations of social production.
(Marx, 1978, Vol. 3, p. 250)

2 The tendency of the rate of profit to fall

In classical Marxian terminology, the general formula for capital is 
c � v � s, in which c denotes constant capital (means of production), v
denotes variable capital (labor power) and s represents surplus value
(unrealized profit). In this simple formula, the rate of surplus value can
be calculated as a ratio to variable capital (s/v). The rate of profit, how-
ever, is expressed as the ratio of surplus value to total capital [s/(c � v)].
From this formula, Marx introduced the critical concept of the organic
composition of capital. In other words, an increase in the constant compo-
nent of capital relative to the variable component (c/v) induces a rise in

Accumulation and Crisis: Marxian Controversies 15



the organic composition of capital. In Marx’s own words:

The composition of capital is to be understood in a two-fold sense.
On the one side of value, it is determined by the proportion in which
it is divided into constant capital or value of the means of production
and living labour-power, the sum total of wages. On the side of the
material, as it functions in the process of production, all capital is
divided into means of production and living labour-power. This latter
composition is determined by the relation between the mass of the
means of production employed, on the one hand, and the mass of
labour necessary for their employment, on the other. I call the former
the value composition, the latter the technical composition of capital.
Between the two there is a strict correlation. To express this, I call the
value composition of capital, in so far as it is determined by its tech-
nical composition and mirrors the changes of the latter, the organic
composition of capital. (Marx, 1978, Vol. 1, p. 574)

Accordingly, Marx highlights the crucial distinction between absolute
and relative rates of surplus value. The former can be defined as an
increase in the intensity of exploitation in terms of increasing the work-
ing hours or an increase in the physical tempo of the labor process. The
latter implies a rise in the technical composition of capital as machines
and technology are introduced in order to improve labor productivity.
Compelled by competitive forces, capitalists can increase profitability by
substituting capital for labor. Hence, technical progress in the Marxian
schema is always labor-saving.

A rise in the organic composition of capital will induce a fall in the
average rate of profit. It is precisely this tendency of a falling rate of profit,
which forms the theoretical basis of the Marxian theory of crisis and has
fuelled controversy since the publication of Capital. Every growth cycle,
or phase of capital accumulation, carries with it the possibility of crisis.
In this context, the fall in the rate of profit will be determined by a ris-
ing capital/labor ratio in relation to a specific profit/wages ratio. In order
to prevent a decline in the rate of surplus value, capital would need to
either (a) increase the absolute rate of exploitation, or (b) increase
investment in the means of production by improving labor productiv-
ity. If we assume a constant rate of surplus value, then a rise in the
organic composition of capital induces a fall in the average rate of profit
insofar as it is only the variable component of capital that yields surplus
value, whereas profit is measured in terms of total capital.

In the long run, a rise in the technical composition of capital
inevitably reduces the value composition of capital. Expressed in its

16 Monopoly Capitalism in Crisis



mathematical formula, the falling rate of profit, r, can be calculated as
r � e/(d � 1), where e is the rate of exploitation and d is the social
organic composition of capital. In the process of capital accumulation,
d will inevitably rise as c expands in proportion to v. Although the
organic composition of capital rises, the rate of profit falls as a result of
a rise in the capital/output ratio: “This continual relative decrease of the
variable capital vis-à-vis the constant, and consequently the total capi-
tal, is identical with the progressively higher organic composition of the
social capital in its average” (Marx, 1978, Vol. 3, p. 212).

The latent tendency for the rate of profit to fall will only manifest
itself if it is not counteracted by a corresponding expansion in the rate
of surplus value. These countervailing forces operate as the threshold
historical conditions in the process of capital accumulation. In Volume 3
of Capital, Marx identifies six countervailing tendencies:

1. Cheapening the elements of constant capital: An increase in the organic
composition of capital may lower the value of constant capital
thereby offsetting the tendency for the rate of profit to fall.

In short, the same development which increases the mass of the
constant capital in relation to the variable reduces the value of its
elements as a result of the increased productivity of labour, and
therefore prevents the value of constant capital, although it contin-
ually increases, from increasing at the rate as its material volume,
i.e. the material volume of the means of production set in motion
by the same amount of labour power. In isolated cases the mass of
the elements of constant capital may even increase, while its value
remains the same, or falls. (Marx, 1978, Vol. 3, p. 236)

2. Increasing the intensity of exploitation: This can be achieved either
through the prolongation of the working day or by reducing wages
through the mechanism of the reserve army of unemployed labor.
Increasing the intensity of the labor process can also accelerate the
rate of absolute surplus value.

3. Relative overpopulation: The strategic mechanism, which arises from
relative overpopulation, is the reserve army of labor. The ebbs and
flows of capital accumulation during the early stages of industrializa-
tion are conditioned by the reserve army of labor, which regulates the
level of wages and its proportion in relation to profits. Indeed, the
Marxian schema is similar to the type of predator–prey model devel-
oped by Goodwin (1982). A large pool of unemployed or the exis-
tence of a large rural population will act as a means of dampening
wages in the industrial sector.1
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4. Foreign trade: During the colonial era, raw materials were acquired
more cheaply from the colonial regions by exploiting a relatively inex-
pensive and abundant labor force, which cheapened the elements of
constant capital. Colonialism and foreign trade therefore acted as an
outlet, which counteracted the tendency toward a falling profitability
in the metropolitan centers.

5. An increase in the stock of capital: This is especially relevant under the
conditions of monopolistic competition in which the degree of the
concentration and centralization of capital allows the mobilization of
large reserves of capital and the emergence of economies of scale and
scope, which increases the mass of surplus value. In other words, the
law of increasing returns is set in motion.2

6. The depression of wages below the value of labor power: This category can
be included in that of raising the intensity of exploitation.

The dynamics of capital accumulation cannot be depicted in the
neoclassical sense as a prosaic, linear movement toward a steady state of full
employment equilibrium. To the contrary, its volatile, cyclical motion can
more accurately characterize the process of accumulation. Marx was the
first classical economist to emphasize these cyclical dynamics. At a given
moment in the business cycle, a crisis of overproduction is hastened and
has its immediate origins in the investment cycle. The volume of invest-
ment becomes too large in relation to a falling profitability. Whereas
Keynes captured this tendency in the short run, referring to it as the
falling marginal efficiency of capital, Marx grasped the long-run tenden-
cies of a falling rate of profit. A falling rate of profit will sharpen the com-
petition between individual capitalists, especially in those sectors of the
economy experiencing a severe overproduction crisis. “The antagonism
between each individual capitalist and the capitalist class as a whole, then
comes to the surface, just as previously the identity of their interests oper-
ated in practice through competition” (Marx, 1978, Vol. 3, p. 253).

A paradox emerges during a cyclical slump: either the rate of return of
investment cannot realize expected future profits, or it is not sufficient to
overcome the problem of the lack of effective demand. It follows that
“crises are always but momentary and forcible solutions of the existing
contradictions. They are violent eruptions which for a time restore the
disturbed equilibrium” (Marx, 1978, Vol. 3, p. 249). The supreme paradox
of this recurrent state of irrationalism manifests itself when the private
ownership of the means of production comes into conflict with the exist-
ing social relations of production. “Centralisation of the means of pro-
duction and socialisation of labour at last reach a point where they
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become incompatible with their capitalist integument. This integument is
burst asunder. The knell of capitalist private property sounds. The expro-
priators are expropriated” (Marx, 1978, Vol. 1, p. 715). If the revolution is
not consummated and capitalist relations are restored once again, then
the problem of the expanded reproduction of the system is encountered.
“Now however the question is where will the workers and capitalists
obtain their articles of consumption and the capitalists obtain their
means of production, how will the finished product meet all of these
demands and enable production to expand?” (Lenin, 1967, p. 52). As long
as the rate of exploitation can be intensified either absolutely or relatively,
the process of capital accumulation will continue on an expanded scale.

The movement of capital from one sphere of production, which has
experienced a falling rate of profit to other branches of production with
a relatively higher rate of profit, creates the tendency for the equaliza-
tion of profit in the economy as a whole. Competition is the driving
force behind this tendency. In this sense, the concept of the “prices of
production” constitutes the empirical foundation of the theory of value.
From a strictly logical standpoint, the average rate of profit is derived
from surplus value in which values are transformed into “prices of pro-
duction.” Beyond this ceaseless fluctuation of prices and insofar as sur-
plus value is transformed into profit, the general law of value asserts
itself as a complicated and approximate average of the sum total of exist-
ing values.

What competition does not show, however, is the determination of
value, which dominates the movement of production; and the values
that lie beneath the prices of production and that determine them in
the last instance. Competition, on the other hand shows:
1. The average profits, which are independent of the organic compo-
sition of capital in the different spheres of production and therefore
also of the mass of living labour appropriated by any given capital in
any sphere of exploitation;
2. The rise and fall of prices of production caused by changes in the
level of wages, a phenomenon which at first glance completely contra-
dicts the value relation of commodities;
3. The fluctuations of market-prices, which reduce the average
market-price of commodities in any given period of time, not the
market-value, but to a very different market price of production, which
diverges considerably from this market-value. All these phenomena
seem to contradict the determination of value by labour-time as 
much as the nature of surplus value consisting of unpaid surplus
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labour. Thus everything appears reversed in competition. [italics added]
(Marx, 1978, Vol. 3, p. 209)

The law of value thus acts as the center of gravity insofar as it mediates
an equilibrium between the distributions of labor within different
branches of production. This can be defined as the magnitude of value,
which functions as a regulatory mechanism in the distribution of labor
between different organic compositions of capital. Marx refers to this
aspect as the quantitative dimension of value. Conversely, from a purely
qualitative standpoint, the law of value exhibits a social relation between
wages and profits, or between capital and labor. In other words, it
reflects the productive intercourse between people rather than between
things or objects, as the classical economists were habitually prone to
fall into.

Consequently, the law of value inherits a twofold nature: the quantita-
tive aspect concerned primarily with the magnitude of value, on the one
hand, and the qualitative form defined as a social relation, on the other
hand. This fundamental distinction is based upon the commodity
fetishism characteristic of capitalist relations, which is viewed in ortho-
dox economics entirely from the standpoint of exchange value rather
than from the use value of commodity production. Concrete and
abstract labor correspond respectively to this twofold movement of value
and its transformation into the prices of production.

Without the incessant turnover of capital investment, existing plant
and equipment would be rendered obsolete. However, in order to
increase the rate of surplus value in a relative magnitude, necessarily
implies the progressive socialization of production through mechaniza-
tion and economies of scale. Capitalists are compelled to transform a
portion of realized surplus value into constant capital, which is divided
into fixed and circulating capital so that the cycle is repeated. “The peri-
odical depreciation of existing capital – one of the means immanent in
capitalist production to check the fall of the rate of profit and hasten
accumulation of capital value through formation of new capital – disturbs
the given conditions within which the process of circulation and
reproduction of capital takes place, and is therefore accompanied by
sudden stoppages and crises in the production process” (Marx, 1978,
Vol. 3, p. 249). On the one hand, a recovery of investment spending car-
ries with it a reaction in the form of a crisis of overproduction, which
could hasten a prolonged slump. A prolonged slump as it swells the
ranks of the unemployed, however, acts as a catalyst in the restoration
of the rate of profit insofar as wages fall and investment in new plant
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and equipment is curtailed. In the final analysis, overproduction
appears at the very moment of the cycle when the gulf between the cre-
ation of surplus value and its realization widens. The emergence of a
generalized glut and excess capacity signifies the saturation of existing
markets and the exhaustion of future, potential investment outlets. “A
crisis appears as a catharsis as well as retribution: as a sole mechanism by
which, in this economy, equilibrium can be restored, once it has been
extensively broken” (Dobb, 1973, p. 103).

It can be surmised that an increase in the technical composition of
capital (technological progress, economies of scale, labor-saving tech-
niques, etc.) will increase the ratio of constant capital relative to variable
capital and induce a fall in the general rate of profit. From a historical
perspective, however, the evidence suggests that this tendency has not
asserted itself. In an authoritative but neglected study, Gillman (1957)
concludes that a rapid increase in the organic composition of capital did
actually occur from the second half of the nineteenth century until the
First World War. This period was characterized by the transformation of
small-scale industry into large-scale mechanization of industry and the
rapid migration of the workforce from traditional agriculture to indus-
try. These years before the outbreak of the First World War, had experi-
enced a growing prosperity; the ostensible “golden era” of burgeoning
Victorian affluence. However, the system of laissez faire also bred vicious
and often violent slumps and recurrent crises. As the organic composi-
tion of capital steadily rose, a falling rate of profit, most notably during
the 1890s depression, began to assert itself, which led to two profound
developments. On the one hand, the increased concentration of capital
prefigured the rise of monopoly capital. On the other hand, the increased
centralization of capital hastened the rise of finance capital, which would
soon occupy the commanding heights of the economy (Hilferding,
1981). Gillman sums up the general conclusions from these empirical
observations: “While Marx’s law of the falling rate of profit applies to
capitalism in its stages of rapid development and mechanization, it grad-
ually ceases to apply and asserts itself but feebly as industry becomes fully
developed and fully mechanized” (Gillman, 1957, p. 59).

Indeed, it would seem to be counterintuitive to suggest that a relative
rise in constant capital would lead to a fall in the rate of profit. Marx’s
original theory appears to be informed by the Ricardian law of dimin-
ishing returns. From a historical standpoint, however, the law of increas-
ing returns has been set in motion with the introduction of new
technologies and techniques, the emergence of large-scale production
and the evolution of oligopolistic competition as the dominant modes
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of capitalist accumulation. Consequently, under monopoly capital,
there has been an increase in aggregate profits. The problem is therefore
one of effective demand: how does the system dispose of the increasing
surplus value? The issue of markets and the realization of surplus value
becomes the central problem that confronts the monopoly stage of cap-
italism. This theoretical issue informed Rosa Luxemburg’s critique in the
Accumulation of Capital early last century and remains one of the most
insightful and controversial contributions to the debates within
Marxian economics.

3 Simple and expanded reproduction

In Volume 2 of Capital, Marx develops a complex two-sector model in the
exchange relations between the consumer goods sector and the capital
goods sector. The causes of capitalist crises are attributed to the problem
of the disproportionality between the two main sectors of the economy.
In the case of simple reproduction in which the social surplus is con-
sumed, total social product is equivalent to:

Department 1: c � v � s
Department 2: c � v � s

If we express values in the two departments of production, total social
product would be:

1: 4000c � 1000v � 1000s � 6000
2: 2000c � 500v � 500s � 3000

� 9000 total social product

In department 1, the 1000v and 1000s are produced as means of pro-
duction but also represent the wages of the workers and the consump-
tion of the capitalist class. In order to obtain the means of production in
department 2, there must be an equivalent exchange with the 1000v
and the 1000s in department 1 (workers’ and capitalists’ means of con-
sumption). This means that department 1 exchanges 1000v � 1000s for
2000c in department 2. Capitalists and workers in their respective
departments consume the rest. The 4000c in department 1 is consumed
productively and reconstituted as constant capital, while the workers
and capitalists of that department consume the 500v and 500s in depart-
ment 2. Hence the equilibrium condition under simple reproduction is3

C2 � V1 � S1
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where C2 is the constant capital produced in the consumption goods
sector (department 2), V1 denotes variable capital and S1 represents sur-
plus value in the capital goods sector (department 1) respectively. In this
closed system, the possibility of crisis cannot occur because the entire
surplus is consumed and all markets are assumed to clear. Simple repro-
duction embodies an abstraction, or the ideal conditions necessary for
the reproduction of the means of production and means of consump-
tion. If population increases, economic growth must be capable of pro-
ducing value in direct proportion in order to achieve the conditions of
steady state. Any social surplus that is generated will be directly
absorbed into mainstream social consumption.

Simple reproduction on the same scale appears as an abstraction inas-
much as on the one hand, the absence of all accumulation or repro-
duction on an extended scale is a strange assumption in capitalist
conditions, and on the other hand, conditions of production do not
remain exactly the same in different years (and this is assumed).
(Marx, 1978, Vol. 2, pp. 398–9)

Expanded reproduction, on the other hand, is a dynamic process by
which investment expands production and drives the process of capital
accumulation. Using Marx’s own schemes, Appendix 1A provides a more
detailed exposition of the process of expanded reproduction. Marx poses
the problem of how the capitalists in the consumption goods sector can
dispose of their commodities. If the circuit of productive capital ceases to
realize surplus value into profit, the expanded reproduction of capital will
be interrupted and trigger a generalized crisis. However, the crisis is not
necessarily caused by a lack of effective demand because the exchange
between the two main departments of production also reveals the distri-
bution of income between workers and capitalists. Accumulation could
proceed without a rupture in the sphere of exchange as long as consump-
tion constitutes the sole motive of production. Yet this case would corre-
spond to simple commodity production for use values. The critical
rationale of capitalist production, however, is the realization of surplus
value into money capital, that is to say, the maximization of profit rather
than the fulfillment of social needs. In Marx’s own words:

The problem that confronts us directly is this: how is the capital con-
sumed in production replaced in value out of the annual product and
how does the movement of this replacement entwine with the con-
sumption of the surplus-value by the capitalists and of the wages by
the labourers? (Marx, 1978, Vol. 2, p. 397)
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The object of Marx’s reproduction schemes is to analyze the process of
accumulation inasmuch as the expansion of department 1 creates the
real limits to capital accumulation in department 2. Having established
this condition, department 1 is seen as the driving force in the dynamics
of expanded reproduction. If, however, department 1 expands produc-
tion, the problem of realization could be encountered. Since capitalism is
founded upon the appropriation of surplus value, its continued repro-
duction involves the progressive capitalization of its accumulated surplus
value. Quite apart from the portion of surplus value that is consumed
unproductively by the capitalist class, a proportion must be capitalized
and reinvested in the means of production in order to increase output.

According to Marx, accumulation is possible, realisation is possible,
expanded reproduction is possible. However these processes do not
run smoothly, but complete themselves in contradictions, both those
that reveal themselves in the permanent variations of the capitalist
system, and the others, which express themselves in violent convul-
sions. In the final analysis, the process of capitalist reproduction itself
represents an expanded reproduction of capitalist contradictions.
(Bukharin, in Tarbuck, 1972, p. 203)

4 The problem of effective demand

Rosa Luxemburg argues that Marx’s reproduction schemes constitute a
closed system and as soon as some of the restrictive assumptions are
removed, the problem of the realization of a growing surplus of produc-
tion in department 2 is encountered. This is necessarily the case if one
assumes a rise in the organic composition of capital induced by techni-
cal change. Luxemburg therefore argues that the system is dependent
upon a third market to absorb the social surplus. She identifies this third
department as the noncapitalist sector. In other words the problem of
effective demand occupies the center stage. Marx’s model merely re-
instates Say’s law in which supply is assumed to create its own demand.

So the surplus product of department 1 and 2 must be bought – by
whom? On the above showing, there will have to be an “effective
demand” outside 1 and 2, merely in order to realize the surplus 
value of the two departments, just so that the surplus product can be
turned into cash. Even then, we should only have got to the stage
where the surplus value is further to be employed in the process of
enlarging reproduction, in accumulation, and even larger demand
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must be expected in the future, a demand which is again to come
from outside the two departments. Either the demand for the surplus
product will therefore have to increase annually in accordance with
the rate of increase of accumulated surplus value or – vice versa –
accumulation can only proceed in so far as the demand outside 1 and
2 is rising. (Luxemburg, 1971, pp. 137–8)

When one views the entire process of accumulation from the standpoint
of the numerous individual capitalists in both departments, it becomes
evident that if capitalist A from department 1 converts his surplus value
into money capital, capitalist B in department 2 is deprived of the ability
to reconvert constant capital into productive capital. Consequently we
would expect a deficit in the process of reproduction as a whole. Under
simple reproduction, the formation of surplus money capital in the
hands of capitalist A in department 1 will represent an “underconsump-
tion,” or a deficit in the hands of capitalist B in department 2. It there-
fore seems that from the premise of simple reproduction, permanent
underconsumption tends to dominate its movement. This logic leads
Luxemburg to argue that the problem of enlarged reproduction, viewed
as a closed system, cannot provide a solution for the additional source of
money capital required for accumulation. Marx attempts to resolve this
dilemma by assuming that the production of gold occurs in department 1
and provides the additional money capital for the purposes of either
hoarding (saving) or investment. Gold embodies both the universal
equivalent of exchange value and also takes the form of a commodity as
it enters into the process of circulation. Yet Luxemburg remains uncon-
vinced and contends that the solution cannot be found in the additional
source of money capital but should be found in the sphere of effective
demand. Effective demand, in turn, implies the problem of realization.
Luxemburg argues that the problem, which had eluded Marx’s efforts to
discover the source of that additional money required for expanded
reproduction, was the fact that the reproduction schemes form a closed
system. The solution lies outside the two main departments.

Once accumulation has been established for some time, when increas-
ing amounts of value are thrown upon the market in every period of
production, buyers of these additional values cannot fail to become a
problem. And on this point the preferred solution breaks down. For
that matter, it was never more than a seeming solution; not a real one.
On closer scrutiny, it fails us even at the precise instant that it appears
to have smoothed the way for us. For if we take accumulation just at
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the very moment of its emergence from simple reproduction, the
prime condition it demands is a decrease in the consumption of the
capitalist class. No sooner have we discovered a way to expand repro-
duction with the means of circulation already at hand, than we find
previous consumers trickling away at the same rate. [italics added]
(Luxemburg, 1971, p. 146)

However, Luxemburg is incorrect when she assumes that consumption
alone mediates production. Her assumptions appear to be based on the
schema for simple reproduction. The simple fact remains that capitalism
does not produce for the sake of satisfying social needs (i.e. use value),
nor is this its compelling motive. Its primary motive from the standpoint
of the individual capitalist is the production of surplus value in order to
realize profits. The problem of effective demand can be resolved on the
basis that expanded reproduction calls forth additional workers and the
concomitant increase in additional wages, which increases the level of
effective demand. In this sense, there is a fallacy of composition: what is
rational and optimal for the individual capitalist (i.e. the expansion of
output) may not be socially optimal in terms of effective demand. Hence,
there emerges the problem of relative over-production. Money only
serves as a means of exchange, or as a “veil over barter” between the two
main departments of production. Consequently the problem resides at
the very core of the theory of value, namely, the paradox between use
value and exchange value. The function of gold can be grasped from this
dual character.

The division of the pure commodity function of gold from its money
function finds its main and fundamental expression in the fact that
the product of the gold-mining industry appears on the one hand as
a raw material for industrial ends, on the other hand, is converted
into money and functions in the quite specific form of a general com-
modity equivalent. (Bukharin in Tarbuck, 1972, p. 184)

An important objection to Luxemburg’s three-sector model is that it
assumes a constant rate of investment. In reality, this is far from the
truth as the unpredictable fluctuations of the business cycle demon-
strate. Moreover, according to Sweezy (1946), it is not possible to sell to
noncapitalist consumers without also having to buy from them.
Capitalist expansion into these precapitalist regions cannot be sustained
until the historical conditions for the rise of generalized commodity
production have come into being. Otherwise the circuit M–C–M� ceases
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to function. The logical conclusion of Luxemburg’s position is that
capitalism will inevitably collapse as soon as these noncapitalist markets
are exhausted. In other words, a “breakdown” tendency is inherent from
the moment that a world capitalist market is more fully developed and
capitalism encounters a permanent crisis. Indeed, the conception of a
third market as the “engine” of capital accumulation, appears to contra-
dict the law of value itself. Surplus labor power ceases to be the source of
surplus value.

Let us reconsider the premises from where the Marxian schemes of
reproduction acquire their theoretical content, quite apart from their his-
torical form of development. Marx assumes that there are two conditions
required for accumulation on an enlarged scale (Vol. 2, Ch. 11). First, the
volume of capital must be sufficient under the given technical conditions
either to expand constant capital or to accumulate for the purpose of
hoarding (saving), until favorable conditions for investment appear.
Second, production merely for the sake of reproduction (i.e. recapitaliza-
tion), has its immediate origins in past accumulation and is not simply
the moment of transition from simple to enlarged reproduction: “The
money on the one side then calls forth extended reproduction on the
other because the possibility of it exists without money. For money in
itself is not an element of real reproduction” (Marx, 1978, Vol. 2, p. 494).
Hence, the aim of expanded reproduction is not the expansion of money
capital, as Luxemburg assumes, but the increase in real output. Yet
money assumes a latent form of potential money capital as it enters into
the circuit of productive capital. This is precisely the unique condition
that differentiates the capitalist mode of production from other eco-
nomic systems and therefore carries with it the possibility of realization
crises: “Conditions which change into so many conditions of abnormal
movement, into so many possibilities of crises since a balance is itself an
accident, accruing to the spontaneous nature of this production” (Marx,
1978, Vol. 2, p. 499).

Kalecki (1990a) provides a succinct solution to the problem of effec-
tive demand posed by Luxemburg. The problem is not so much the exis-
tence of a “third market” but is the result of excess capacity induced by
a fall in the rate of investment. Kalecki assumes that the rate of accumu-
lation (i.e. net investment) is 4 percent per annum and that the means
of production and labor are fully utilized. Depreciation is 3 percent per
annum (i.e. gross investment is 7 percent); there is a constant share of
gross profits (including depreciation) in the national product and con-
stant ratios in the distribution of capitalist consumption and gross
investment. It follows that given the constant share of gross accumulation
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in the national product, income (wages and capitalist consumption)
would increase by the equivalent rate of 4 percent. Under the conditions
of full capacity utilization, the problem of effective demand would cease
to exist.

Accumulation therefore proceeds on the basis of past expectations of
profits and returns to investment. However, if these conditions change
(i.e. an exogenous shock, a shift in future expectations), and the rate of
gross investment declines to only 6 percent, the problem of effective
demand will manifest itself. In other words, the ratio of investment to
the stock of capital falls by one-seventh (14 percent). If the proportion
of capital invested to that consumed by capitalists remains constant, the
fall in investment will curtail the demand for wage goods and thus
workers’ aggregate income by a corresponding 14 percent. The multi-
plier effect of a fall in effective demand will further induce a decline in
investment and income. It can be surmised that expanded reproduction
assumes full employment equilibrium but as Keynes highlighted in
the General Theory, this is not the natural state of the capitalist system.
The irony is that Luxemburg was one of the first theorists to identify the
problem of effective demand but was misguided in that expanded repro-
duction is not necessarily driven by the search for “external” markets in
the noncapitalist sector.

Baran and Sweezy (1966) developed a novel argument in terms of the
problem of effective demand. In the absence of price competition under
the conditions of oligopolistic rivalry, there is a tendency for the social
surplus to increase. In stark contrast to Luxemburg, the main problem
confronting monopoly capital is not so much the realization of surplus
value but the disposal or the “absorption” of the economic surplus. The
surplus is defined as: “The difference between what a society produces
and the costs of producing it” (Baran & Sweezy, 1966, p. 9).

For monopoly capital generates not only profits, rent and interest as
elements of the economic surplus, but conceals an important share of
surplus under the rubric of costs. This is due to the ever-widening gap
between productivity of the necessary productive workers and the share
of the national income accruing to them as wages. (Baran & Sweezy,
1966, pp. xix–xx)

The mechanism by which this growing surplus is absorbed includes
armaments spending, the “sales effort” (e.g. advertising, marketing) and
other elements of “wasteful” state expenditure. Hence, quite contrary to
the neoclassical myth of Pareto optimality in the efficient allocation of
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resources, monopoly capital resembles the mercantilist era of trade
monopolies. When viewed from the standpoint of the growing social sur-
plus devoted to unproductive consumption, the parallels are indeed strik-
ing. To be sure, far from the rate of profit falling as the original Marxian
orthodoxy had envisaged, monopoly capital encounters a rising economic
surplus. In order to counteract the inherent tendencies toward stagnation,
the system requires outlets for the absorption of the economic surplus.

The lack of effective demand is therefore a problem of rising labor pro-
ductivity spurred by technical innovations, which set in motion the law
of increasing returns and a rising social surplus. Yet, at the same time,
the wellsprings of growth do not necessarily flow into higher wages. 
The investment of oligopolistic capital will depend on the level of
effective demand, which determines the degree of utilization of their
productive capacity and on their level of profits. As soon as the state of
full capacity utilization is reached, the main problem that confronts the
process of capital accumulation is the lack of effective demand. Despite
the methodological problems involved with the articulation of the
problem of “surplus absorption,” the insights offered by Baran and
Sweezy appear to coincide with the development of the monopoly stage
of capitalism. The original Marxian doctrine of a falling rate of profit
under the conditions of a competitive capitalism and a rising organic
composition of capital ceases to have any real empirical validity.

Conclusion

In stark contrast to the prevailing neoclassical treatment of the dynamics
of growth and crisis, Marxian economics offers very important insights
into the workings of the capitalist economy. Indeed, the critical issue of
recurrent crises is completely ignored in conventional neoclassical theo-
ries of growth. In the idealized world of general equilibrium, these recur-
rent crises are either impossible if one assumes Say’s law, or are the
product of anomalous “exogenous shocks.” Marxian economics, by con-
trast, suggests that these crises are endemic and are a natural conse-
quence of the inherent anarchy of the market. The Marxian framework
continues to provide invaluable contributions to our understanding of
the dynamics of growth and crisis. To be sure, growth and crisis are sim-
ply opposite moments in the dialectical movement of capital as a whole.
As long as the market continues to govern economic life, these crises will
continue to reappear. The real problem, however, is to develop a coher-
ent theory that can explain the causes and distinguish the various
historical forms that these crises tend to assume.
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Appendix 1A Expanded reproduction

Using Marx’s original schemes of expanded reproduction in Volume 2 of Capital,
we can derive the following values:

1: 5000c � 1000v � 1000s
2: 1430c � 285v � 285s � total social product of 9000

It is assumed that the ratio of variable capital to constant capital is constant at 
1 : 5 and that there is no technical progress. It is also assumed that capitalists
reinvest 50 percent of their surplus value and consume the other 50 percent. After
the first round of accumulation, total capital set in motion is:

1: 5000c � 1000v
2: 1430c � 255v � 7715

If we assume a rate of surplus value of 100 percent, then total social product is:

1: 5000c � 1000v � 1000s
2: 1430c � 285v � 285s � 9000

If capitalists in department 1 reinvest 50 percent of their surplus value (500s), the
other 1500 in department 1 (worker and capitalist consumption) must be
exchanged for consumption goods in department 2. Hence, the total social
product is:

1: 5000c � 1000v � 500s
2: 1430c � 285v � 285s � 8500 (500s is capitalized)

However, for the equilibrium condition 2c � 1v � 1s to be fulfilled, 70s of
department 2 must be transformed in order to set in motion the accumulation of
capital in department 2:

2: (1430c � 70s) � 285v � 215s

In order to generate 70s as constant capital, a variable capital of 14 is required 
(i.e. the ratio of c to v is 5 : 1) from 1:

2: (1500c � s) � (285v � 14s) �201s
Or 2: (1500c � s) � 299v � 201s

When the capitalists in department 1 reinvest their 500s at a ratio of 5 : 1, we have
the following:

1: (5000c � 417c) � (1500v � s � 83v)
2: (5000c � s) � 299v � 201s
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However, the equilibrium 1v � 1s � 2c is not satisfied and an additional 83 is
deducted from the surplus value in department 2 to enable v and s of department
1 to be exchanged for consumption goods:

1: 5417c � 1583v � s
2: 1583c � 299v � 118s

Once again, a proportion (5 : 1) of v is set in motion, which equals 17 and is
deducted from 2s:

1: 5417c � 1583v � s
2: 1583c � 316v � 101s

The final round represents an expanded reproduction of capital:

1: 5417c � 1083v � 6500
2: 1583c � 316v � 1899 � 8399 capital value

500s is consumed unproductively in department 1 and 101 (2000 � 1899) is con-
sumed unproductively in department 2. Consequently, the cycle began with
7715 capital values and ended with an increased 8399. Expanded reproduction
has therefore increased the total capital value by 684.
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2
Circular and Cumulative 
Causation

Introduction

Recent debates, which have informed modern growth theories, have
centered on the issue of technical progress. In the original Solow/Swan
model, most of the growth was attributable to exogenous technical
change, or the so-called Solow residual. As a result, neoclassical growth
theories were based on a model in which the greater part of the sources of
growth occurred “outside” the model. Technology was analogous to a
black box. The problem for the new growth theorists was to endogenize
technical progress. However, the basic analytical framework remained
essentially neoclassical. In other words, the growth process continued to
be a peculiarity of the neoclassical production function with all of its spe-
cial and restrictive assumptions. Neoclassical and general equilibrium
models have been subjected to quite rigorous critiques by post-Keynesian
theories. The general rationale for these critiques is that the heuristic
assumptions, which inform neoclassical theories of growth, are designated
to be entirely unrealistic. In order to account for the “stylized facts,” post-
Keynesian approaches emphasize the law of increasing returns, endoge-
nous technical change and the role performed by effective demand as the
major sources of long-run, sustainable growth. A more dynamic theory of
circular and cumulative causation informs these critiques.

1 Neoclassical and the “new” endogenous growth theories

In the standard Solow/Swan model, the aggregate production function
is represented by the equation

Y � A eutK�N1 � � (2.1)



where Y is gross domestic product, K is the stock of physical capital, N is
unskilled labor, A is the constant that reflects the base level of technol-
ogy, and eu denotes the constant exogenous rate at which technology
grows over time (t). Thus � represents the elasticity of output in relation
to capital (the percentage increase in GDP resulting from a 1 percent
increase in physical capital). Growth is basically a function of capital
accumulation. The model therefore assumes diminishing returns to labor
and capital. Consequently, any increases in aggregate output that can-
not be attributed to endogenous factors are ascribed to the Solow resid-
ual, which represents more than 50 percent of recorded growth rates in
the industrial countries (Solow, 1956). In other words, most of the
growth is attributed to exogenous factors. The amount of inputs (labor,
capital, raw materials, etc.) required to produce a given output depends
on technology and this will be reflected in the form of the function. For
instance it may be linear or nonlinear. A linear function reflects constant
returns to scale and thus no real technical innovation. Diminishing returns
to scale would reflect the rundown of capital stocks and increasing returns
to scale would exhibit the investment of new plant and equipment,
which embodies technical innovation.1

Empirical estimates of growth in the US economy during the period
1909–49 by Robert Solow (1957), found that over 80 percent of the growth
in output per labor hour over that period was attributed to technical
progress. Using the growth accounting method similar to equation (2.1),
Solow estimated that in the same period, the average annual growth of
total GDP in the United States was 2.9 percent. Decomposing the 2.9
percent annual growth rate, Solow estimated that 0.32 percent was due
to capital accumulation, 1.09 percent was attributable to increases in
labor inputs and the remaining 1.49 percent was the result of technical
progress. Consequently more than 50 percent of multifactor productiv-
ity could be attributed to technical progress.

Equilibrium models assume that the system tends to gravitate toward
full employment equilibrium in the long run. It would be plausible to
suggest that equilibrium models have acquired the status of an
immutable law, analogous to the law of gravity in the study of physics
before the discovery of relativity.2 It follows from this logic that public
policy which attempts to stimulate growth by increasing investment or
the level of domestic savings will, in the long run, encounter diminish-
ing returns and be unable to influence the long-run rate of growth.
Indeed, it is argued that such policy interventions will have “level”
effects but not “growth” effects (Romer, 1986). Long-run economic
growth can be augmented to these models but the factors that influence
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secular growth are viewed as essentially exogenous. The basic problem for
new growth theories then is to identify an endogenous source of long-
run growth.

In order to account for long-term growth, new growth theories assume
the law of increasing returns. Rather than a static equilibrium model based
on perfect competition and constant returns to scale, a more dynamic
long-run theory informed by increasing returns to capital is proposed. If
returns to deferred consumption are sufficiently high and cease to dimin-
ish, then there might be enough incentive for high rates of saving, which
it is assumed, could generate continual growth.3 The focus of analysis
therefore shifts to factors such as returns to physical investment in edu-
cation and R&D expenditure as the crucial variables that generate long-
term increasing returns.

According to one of the leading proponents of recent endogenous
growth theories, technical and scientific knowledge can be designated as
a public good which induces a cumulative spillover effect in the econ-
omy as a whole (Romer, 1986, 1994). Even though knowledge can be
viewed as a commodity and appropriated through a regime of intellec-
tual property rights and patents, every blueprint increases the common
stock of knowledge. These incremental, cumulative changes in the stock
of knowledge constitute an input to the accumulation of capital and the
long-term rate of economic growth. The new focus becomes the issue of
identifying the potential of increasing returns through innovation. The
engine of long-term growth is therefore governed by the accumulation
of human capital, which generates a cumulative increase in the level of
productivity. In this critical sense, human capital should be viewed as a
public good that contributes to an increase in social returns over and
above those appropriated by private investment. In the long run, the
process can be regarded as being endogenous rather than arising from a
technological “black box.”

There is also overwhelming evidence of the strategic importance of
investment in core, nonmilitary infrastructure. These forms of invest-
ment contribute to long-term economic growth by increasing the
returns to private capital formation. As a result, the gains from policy
intervention are potentially much greater than those gains identified by
static analysis of market failure and externalities. The basic contention
of the new growth theories is that private returns to innovation and
investment in physical and human capital is, as a general rule, less than
the social returns. Market failures and the underinvestment in the pri-
vate sector will inevitably lead to suboptimal growth. It is from this
empirical observation that the case for public investment is justified.
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Although the new growth theories associated with the pioneering
work of Romer (1986) provide a convincing case for public policy inter-
ventions on the grounds of market failure, the general tenor of this
approach is still governed by neoclassical assumptions. Neoclassical pro-
duction theory describes the employment of factors of production as a
process of factor combinations rather than a process in which these fac-
tors are developed and changed. The focus of the analysis is static rather
than dynamic. Furthermore, the behavior of firms is short term, gov-
erned by price competition, which compels them to substitute factors of
production in order to maximize profits. This kind of competitive model
rests on the assumption of a smooth and rapid adjustment by firms in
their production configurations in response to market competition.
Within growth theory, the trajectory of rising productivity can be con-
ceptualized from both movements of the production function and
movements along the production function.

In the orthodox Walrasian system, equilibrium is a function of prices that
ensure a Pareto optimum in the allocation of resources. In this steady-state
world of equilibrium, constant returns to scale are assumed to operate
along a linear production function, governed by perfect competition and
perfect substitutability in the factors of production. Movements along the
production function are governed by relative price changes in the factors
of production, while shifts in the production function are caused by
exogenous technological change. The basic assumption of equilibrium
theory is the existence of a homogeneous and linear production function
that constitutes one of the necessary axioms required to reconcile perfect
competition and profit maximization. In this schema, however, the law of
diminishing returns will manifest itself in the long run as the increase in the
stock of capital will cause a fall in the marginal product of capital.

Most neoclassical theories tend to treat the problem of growth in terms
of static models of competitive equilibrium that assume a supply-side
theory based on aggregate production functions (Solow, 1956; Swan,
1956).4 Consequently, the neoclassical approach does not distinguish
between industries in terms of their differential effects on growth. The
growth accounting method applied by the Solow/Swan model assumes
constant returns to scale, elevates price effects over income effects,
stresses substitution over complementarity and regards technical change
and factor endowments as exogenous. Worse still, the critical issue of
effective demand is completely ignored. By contrast, post-Keynesian
growth theories, inspired to a large extent by the work of Nicholas Kaldor
(1957, 1972, 1985, 1996), identify manufacturing as the primary impetus
in productivity and per capita income growth. The accent is on increasing

Circular and Cumulative Causation 35



returns, endogenous technical change and the role of effective demand
as the major determinants in long-term aggregate growth. Post-
Keynesian theories of growth offer one of the most rigorous and coher-
ent critiques of the competitive equilibrium model. The theory of circular
and cumulative causation reaffirms the preeminent role of manufacturing
and the capital goods sector as important catalysts in aggregate growth
(Toner, 1999; Kaldor, 1985; Hirschman, 1958; Myrdal, 1958; Young,
1928). The theoretical rationale is based on three propositions that run
counter to conventional neoclassical assumptions:

1. The role of increasing returns: Productivity gains through increasing
returns are cumulative. Manufactures are assumed to have a high price
and income elasticity of demand, that is to say, a fall in real prices as a
result of increasing returns is assumed to result in a more than propor-
tionate increase in demand. Productivity growth arising from an
increase in the capital–labor ratio is usually embodied in technological
change (i.e. the introduction of labor-saving techniques). Furthermore
there is assumed to be a strong positive correlation between the rate of
economic growth and the rate of technological change.

2. Endogenous technical change: Within equilibrium theory, technology
and innovation are basically exogenous. Technological externalities
occur when there are direct linkages between individual firms.
However, this process of technological diffusion is not transmitted
through the market mechanism but is a peculiarity of the neoclassical
production function. With the formation of vertically integrated sec-
tors and greater specialization, complementarity between individual
firms tends to supersede the neoclassical theory of perfect competi-
tion. The development of economies of scale and scope increasingly
govern economic behavior (Chandler, 1990). Indeed, complementar-
ity in the factors of production is far more pervasive and significant
than the neoclassical principle of substitution. Two aspects of com-
plementarity should be assumed: (1) fixed-factor coefficients in pro-
duction with the emphasis on the indivisibility of factors, and (2) the
neoclassical notion of diminishing returns to a factor of production
should be suspended to capture increments to a capital stock. New
technology embodied in new capital goods and intermediate goods
improves their productivity and may also improve the productivity of
existing capital goods and other inputs. This approach is the very
opposite to the neoclassical view that each additional unit of capital,
by definition, competes with the existing stock and the marginal pro-
ductivity of capital necessarily declines as the stock of capital grows.
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3. The role of effective demand and net exports: The theory of circular and
cumulative causation proposes that a circular relation exists between
growth in productivity and growth in total output. The Keynesian
concept of effective demand explains how the long-run rate of growth
of manufacturing output is determined by demand outside this sector
(Kaldor, 1985). Given the high elasticity of demand for manufactured
output, the standard Keynesian multiplier would have the effect of
increasing the demand-induced level of investment. Hence, the criti-
cal role performed by manufacturing in generating increasing returns
and higher levels of income in the dynamics of growth.

2 The law of increasing returns

The formulation of the law of increasing returns has its origins in the semi-
nal theories of Adam Smith and Alfred Marshall. Smith formulated the
dictum that “the division of labor is limited by the extent of the market.”
In other words, every increase in aggregate output, by widening the mar-
ket, yields beneficial externalities. Marshall’s formulation of the law of
increasing returns was informed by the observation that, accompanied by
internal economies, external economies represent one of the wellsprings
of growth (Marshall, 1961). However, external economies only offered a
provisional answer to the problems posed by partial equilibrium analysis.
Increasing internal economies implied the rejection of the assumption of
perfect competition because economies of scale would inevitably lead to
oligopoly and monopoly. On the other hand, external economies were at
least immune to the implication of imperfect competition.

Yet the Marshallian notion of increasing returns was quite narrow and
ultimately contradicted the competitive equilibrium model which
had assumed a given demand curve for a specific product of an industry
and consequently, since changes in factor incomes would affect the
demand curves, the assumption of a perfectly elastic supply of factors
would contravene the conditions for competitive equilibrium (Arndt,
1995). The Marshallian dichotomy of internal and external increasing
returns was a partial view and thus could not reconcile the assumptions
that had governed Walras’s system of competitive equilibrium. It is quite
evident that increasing returns to scale is difficult to reconcile with a
theory of relative prices based on competitive equilibrium between
supply and demand.

A more critical aspect of increasing returns was highlighted by the influ-
ential Cambridge economist – Allyn Young – who noted in his seminal
paper in 1928, that the law of increasing returns does not necessarily
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imply the tendency toward monopoly (Young, 1928). It is not the size of
the individual firm as such but the fact that the larger the market for a
good, the greater the propensity toward specialization and a more com-
plex division of labor. Increasing returns is also a function of specializa-
tion rather than exclusively the product of economies of scale. The
emphasis, in the Marshallian tradition, therefore shifted to external
economies as a result of the concentration of specialized industries:

Over a large part of the field of industry an increasingly intricate
nexus of specialised undertakings has inserted itself between the pro-
ducer of raw materials and the consumer of the final product…With
the extension of the division of labour among industries the repre-
sentative firm, like the industry of which it is a part, loses its identity.
Its internal economies dissolve into the internal and external
economies of the more highly specialised undertaking, which are its
successors and are supplemented by new economies. In so far as it is
an adjustment to a new situation created by the growth of the market
for the final products of industry, the division of labour among indus-
tries is a vehicle of increasing returns. (Young, 1928, pp. 537–8)

It can be surmised that Young had inverted Adam Smith’s original
axiom by claiming that the division of labor not only depends upon the
extent of the market but the extent of the market also depends on the divi-
sion of labor. In this sense, Young was one of the earlier exponents of the
theory of circular and cumulative causation (Harcourt, 1997, p. 3).

In his neglected article of 1926, Sraffa suggested that the entire
Marshallian theory of increasing returns should be abandoned (Sraffa,
1926). Manufacturing industries are governed by the law of decreasing
costs based on a profit “mark-up” similar to the Kaleckian notion of the
“degree of monopoly.”5 The level of mark-up will depend on the condi-
tions of entry (e.g. the extension of the market, the elasticity of demand,
technology, product differentiation, advertising, raw material prices). In
stark contrast to marginalist theory, the aggregate mark-up will tend to
vary inversely with changes in direct costs (Sylos-Labini, 1993, p. 37). “It
is necessary, therefore, to abandon the path of free competition and turn
to the opposite direction, mainly, towards monopoly” (Sraffa, 1926,
p. 542). Sraffa also stressed the critical dimension of time in the dynamics
of increasing returns. Stated simply: “the shorter the period of time
allowed for the adjustment, the greater the likelihood of decreasing
returns, while the longer that period, the greater is the probability of
increasing returns” (Sraffa, 1926, p. 538).
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Increasing returns are primarily set in motion by the application of
new technology and the embodied and disembodied knowledge, which
are diffused in the production process. These normally take the form of
positive feedbacks in which the incremental nature of most process and
product innovations are diffused and improved upon through the appli-
cation of learning by doing (Arthur, 1990, p. 84). Rather than a static equi-
librium model based on perfect competition and constant returns to
scale, a more dynamic long-run theory informed by oligopolistic mar-
kets and increasing returns to scale appears to be a more useful approach
in the manufacturing sector (Sylos-Labini, 1969). While agriculture and
mining are subject to diminishing returns, manufacturing exhibits
increasing returns. The focus of analysis therefore shifts to factors such
as returns to physical investment in capital equipment (“sunk costs”),
technological externalities and market expansion as the primary impe-
tus in the cumulative logic of long-run increasing returns.

The organization of industry and the indivisibility in factor inputs
also tend to reinforce the law of increasing returns. According to ortho-
dox theory, given the structure of demand for final goods and the state
of technological innovation, the marginal productivity of capital will be
high or low depending on the relative “mix” of factors. The introduc-
tion of more efficient methods or technologies will not only induce an
increase in aggregate output but will also bring about changes in relative
factor inputs. These backward linkages, in terms of inputs, generate a
multiplier effect that tends to improve efficiency in the production
chain upstream (Hirschman, 1958). With an increase in the scale of
output, there are efficiency gains due to improvements in the organiza-
tion of industry. In other words, static increasing returns are realized.

Internal economies are determined by large-scale production and the
concomitant increase in the size and scope of the firm. Large-scale pro-
duction tends to stimulate the introduction of new machines and new
techniques of production which are, as a general rule, labor-saving. In
classical Marxian terminology, constant capital will increase relative to
variable capital. Economies of scale and scope are often associated with
the indivisibility of fixed factors of production. These usually take the
form of “sunk” costs in capital equipment. Consequently, indivisibility
of specific factors accounts for increasing returns because a certain cost
must be incurred regardless of whether it is fully utilized or not.
Indivisibility of some factors of production (mostly capital goods) not
only explains the large scale of a production unit but is also an essential
concept in understanding the dynamics of increasing returns. This
proposition runs counter to the neoclassical notion of factor substitution
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in response to changing demand conditions and price elasticities. If a
factor of production is indivisible, it combines with the other elements
through a process of complementarity rather than substitutability; that is
to say, a fixed coefficient type of production prevails (Morroni, 1992,
p. 28). The economic problem involves choosing a combination of pro-
duction processes that are characterized by the indivisibility of inputs,
rather than allocating resources in terms of an ideal Pareto optimality.

Productivity gains by means of increasing returns are cumulative.
Manufacturers are assumed to have a high price and income elasticity of
demand. This self-reinforcing expansionary process is governed by the
investment accelerator, which sets in train increases in output and
demand. The whole dynamic is therefore cumulative and perpetuates dis-
equilibria. In the long run, rates of technological innovation and capital
investment are linked in a circular and cumulative way (Toner, 1999, p.
45). An increase in the stock of capital (investment) and aggregate output
accelerates the rate of technical diffusion, which raises the marginal pro-
ductivity of capital and thus creates new investment opportunities (Arndt,
1995). Technological innovation is therefore endogenous. Investment in
new capital and intermediate goods involves the successive replacement
of old vintages that directly increases the productivity of capital and gen-
erates beneficial externalities in terms of new scientific knowledge (i.e.
dynamic economies of scale). On the other hand, only economies of scale
that assume technical knowledge as given, can be regarded as the source
of static increasing returns (Sylos-Labini, 1993, p. 29).

3 Endogenous technical change

Despite the belated attempts to endogenize technical progress, techno-
logical innovation is still treated as an exogenous factor by neoclassical
theorists, while the process of innovation usually equates the produc-
tion of “technology” with “science.” From the standpoint of technolog-
ical knowledge, the conventional neoclassical theories make some
rather heroic assumptions. A critique of the neoclassical/endogenous
growth approach can be briefly summarized as follows:

1. Equating science and technology can be misleading. Technological
development does not necessarily follow scientific discoveries but
might in fact lead the latter. Indeed, technology depends far more on
other technology than it does on science and science depends more
on other science than it does on technology. In other words, the
internal connections are much stronger than the cross-connections.

40 Monopoly Capitalism in Crisis



2. Innovation is an endogenous condition for market economies to
adapt to change.

3. Information asymmetries cannot be treated solely as market failures
but more fundamental systemic failures.

4. Pareto optimality and innovation are incompatible because innova-
tion requires high levels of initial investment in order to resolve the
problem of market entry. In this sense, Schumpeterian profits are an
essential precondition for the development of economies of scale and
innovative capacity.

5. The production of knowledge is characterized by increasing returns,
which take the form of external spillover effects. In other words, knowl-
edge is diffused to multiple consumers independently of the market.

6. Technological knowledge involves a high degree of uncertainty and it
is difficult for the producers of knowledge to appropriate the full
benefits. In this sense, technological knowledge has more in common
with a public good than with a tradable commodity.

From this fundamental critique of the neoclassical paradigm, the new
evolutionary economics develops a sophisticated theory of innovation
and technological change, which has its genesis in the seminal research
undertaken by Kondratiev (1935) and Schumpeter (1939).6 At present,
the research in this new school is still in its infancy and comprises an
eclectic mixture of diverse theories and approaches. One of the leading
schools of thought in this growing literature can be loosely designated as
the theory of innovation systems. Most of the perennial debates center
on the institutional dynamics of growth and the role of government
intervention in national economic development, which were derived
from the seminal ideas of Thorstein Veblen, the German Historical
School and in the writings of Frederich List.7 This tradition stands in
stark contrast to the neoclassical school, which has dominated economic
discourse in the English-speaking countries. The literature on national
innovation systems focuses on the interindustry technological regimes
based on the dynamic interaction between suppliers and users of capital
and intermediate goods in order to establish an international competi-
tive advantage (Porter, 1990). In contrast to the individualist ethos of the
free market, clusters of firms engage in cooperative, interactive learning
through the development of technological complexes that form part of a
national innovation system. Close linkages with public research infra-
structures augment these clusters. These linkages are critical for the
development, diffusion and use of new technology and the new tacit and
codified knowledge required for its reproduction (Boyer, 1992). In this
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schema, the role of human capital is absolutely pivotal in the develop-
ment of industry clusters and national innovation systems.

The raison d’être of these clusters is the recognition that innovation is
the most critical factor in the international competitiveness of the firm
and ultimately underpins economic growth on the national level. A simi-
lar analysis was developed by the French regulationist school, which was
based on the concept of the filière (Aglietta, 1979). A filière can be
described as a social regime of national regulation and innovation that
comprises a specific set of infrastructures, technologies, institutions,
practices and actors. The technological structure of an economy is there-
fore embedded in the development of vertically integrated sectors,
which accommodate the diffusion of innovations and reinforce inter-
firm specialization through the evolution of industry clusters, supply
chains and networks.

The existence of an industrial district – characterised by infrastruc-
tures, skills and professional abilities specific to some particular
manufacture – favours the external growth of firms. This model of
growth of firms, “from the inside out” is the opposite of the tradi-
tional view of a firm’s growth from within, through increasing both
direct investment and employment. The external model of a firm’s
growth through cooperative inter-firm linkages is often based on a
“constellation” of firms with a leading firm and a cluster of comple-
mentary organisations or a “network” of independent firms with col-
laborative relationships. In spite of the small dimension of single
firms, these cooperative linkages enable certain economies of scale to
be achieved through high overall production volumes. (Morroni,
1992, p. 66)

Clusters are also networks that link private firms with public institu-
tions (universities, research institutes, etc.) to form a national innova-
tion system. The concept of a cluster therefore goes beyond that of an
intrafirm network and captures all forms of knowledge sharing and
exchange. The analysis of a cluster also supersedes traditional sectoral
analysis since it accounts for the interconnection of firms outside their
traditional sectoral boundaries. Some clusters are closely linked to the
science system (i.e. pharmaceuticals, semiconductors and biotechnol-
ogy), while others act as intermediaries between science and other
sectors (information technology). Still others are quite independent of
the science system (mechanical engineering). Regional clusters are often
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based on certain local strengths such as strong knowledge infrastructure,
geographical location or the presence of a major firm or industry.

Industry clusters and national innovation systems are the institu-
tional bases of human capital investment or what has become known as
the “knowledge” economy. Reich describes this subtle shift as the rise of
the “symbolic analyst” in which the ownership and development of
human capital are beginning to supersede the ownership of physical cap-
ital (Reich, 1991). There is a fundamental dichotomy in the determina-
tion of demand for information and knowledge. The value for the
purchaser is not known until after the information is acquired. Similarly,
the appropriation of knowledge can be reproduced at a fraction of the
cost required for it to be produced. Reverse engineering is always possible
once the prototype is sold. Consequently, the market is the least efficient
means by which knowledge can be produced and allocated. If the pro-
ducers cannot appropriate the full benefits, then they have no real incen-
tive to produce knowledge. The market is, in this sense, the very antithesis
of the Pareto theorem of optimality in relation to the production of
knowledge. In short, the production of knowledge is not only a public
good but constitutes the very core of a national innovation system.

4 The role of effective demand and net exports

The theory of circular and cumulative causation contends that increas-
ing returns contribute to an enlargement of the overall size of the mar-
ket. Most consumption-goods industries are complementary in that they
provide a market for each other. Kaldor applied the Keynesian concept
of effective demand to explain how the long-run rate of growth of manu-
facturing output is determined by demand outside this sector (Kaldor,
1985). Endogenous demand is automatically stimulated by production.
However, this does not necessarily correspond with Say’s law, nor with
the neoclassical theorem of long-run steady state. In a money economy,
as Keynes had shown in the General Theory, aggregate demand can be a
function of aggregate supply but this rarely, if ever, corresponds with full
employment; the problem of excess capacity utilization will be encoun-
tered. It was precisely this critique of the “classical” doctrine of Say’s law
under the conditions of competitive equilibrium, which still remains
one of the most enduring insights of the General Theory.

In the General Theory, Keynes argued that expenditure decisions gov-
ern aggregate demand and thus provide the primary determinant in the
level of output. In growth theories informed by Keynesian economics,
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the chain of causation between saving and investment is reversed: the
investment decisions of entrepreneurs represent a prior claim on output,
since business expenditure will determine the share of profits. Thus the
primacy accorded to business profits, which must always be sufficient to
provide the residual amount of saving required to finance investment.
“To state the matter in a different way: profits ex post will always be suf-
ficient to generate residual savings which means that ex post savings will
equal ex post investment” (Kaldor, 1985, p. 34). Contrary to the Chicago
School exponents of rational expectations, Keynes regarded investment
decisions in any given period to be determined by the prevailing state of
expectations (i.e. “business confidence”) under the conditions of radical
uncertainty. It was from this theorem that one ascribes Keynes’s famous
statement about the “animal spirits” of entrepreneurs.

A dynamic growth path can be conceptualized as a process of demand
inducement caused by changes in productivity. Both the rate of growth of
induced investment and the rate of growth of consumption are the func-
tion of the growth of the autonomous component of demand, which will
govern the rate of growth in the economy as a whole. Given the high elas-
ticity of demand for manufactured output, the standard Keynesian multi-
plier would have the effect of increasing the demand-induced level of
investment. If one assumes that manufacturing is the main current of pro-
ductivity growth, it is evident that it constitutes the “engine” of growth.
In short, the theory supports the proposition that a circular, cumulative
relation exists between growth in productivity and growth in total out-
put. Increased demand will spur investment, which in turn will increase
income and demand and cause further rounds of increases in investment
via the multiplier effect. A virtuous circle is thus set in motion as saving
will increase as a result of higher incomes but will tend to lag behind as
the supply of capital will steadily meet the rising demand (Myrdal, 1957).

The multiplier determines the extent to which income increases as a
result of an increase in investment, which in turns depends upon the
propensity to save out of income. The accelerator, on the other hand,
determines the rate at which additional capital is required to cover the
expected increase in consumption. In the Keynesian schema, there is a
reciprocal feedback mechanism; net investment generates additional
income, which induces expectations of an expansion of effective demand
and hence new investment with each new round of expenditure.
Consequently, the rate of investment and the propensity to save will tend
to vary over time. Other factors also feed into this cumulative process: the
distribution of income, exogenous technical change, the rate of interest
and so forth.
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If a country encounters chronic balance of payments disequilibria as
it expands domestic demand before the economy has reached full capacity
utilization, then it has encountered a balance of payments constraint to
its growth potential. Consequently, the economy will operate at levels
well below full capacity, effective demand will be curtailed, employment
growth will stall, which then dampens investment and ultimately puts
a brake on the rate of embodied technical innovation. In this case, the
logic of circular and cumulative causation operates in reverse. A prolonged
recession has a similar effect.

Adverse terms of trade could set in motion a vicious circle. It is this
structural argument that supports the advocacy of export-led growth in
the manufacturing sector. Indeed, within a relatively open economy at a
highly developed stage of industrialization, the most important driver
in manufacturing output growth is the expansion of industrial exports.
Export-led growth, as the economies of East Asia have recently testified,
creates a virtuous circle of cumulative increases in output and produc-
tivity, which in turn, sets in train an expanding share of export markets.
These multiplier and accelerator effects can be explained by the applica-
tion of the Harrod foreign trade multiplier.8 In Harrod’s schema, exports
are denoted as the exogenous variable and imports as a function of
income:

Y � E/m (2.2)

Y is the rate of growth of output, which is a function of the rate of
growth of the volume of exports (E) over the income elasticity of
demand for imports (m). Harrod’s trade multiplier has been verified
empirically; international statistical comparisons have supported the
thesis that differences in growth rates of GDP are mainly explicable in
terms of differences in the growth rates of the manufacturing sector.
Moreover, countries whose exports of manufactures have grown at an
even faster rate have experienced the highest GDP rates of growth.

The simple policy conclusion for most countries is that a higher rate of
GDP growth can be accomplished by overcoming the balance of pay-
ments constraint on domestic demand. To increase productive capacity
through improvements in productivity, while not being able to expand
effective demand because of the balance of payments constraint, suggests
that the economy is operating below full capacity utilization. If the bal-
ance of payments equilibrium can be raised, however, by either making
exports more attractive or by reducing the income elasticity of demand

Circular and Cumulative Causation 45



for imports, domestic demand can be expanded. This would set in 
train a virtuous circle of demand-induced investment, increased
productivity growth and the absorption of under-employed productive
capacity.

Thirwall (1979) has demonstrated that a simple formula based on the
ratio of a country’s rate of growth of exports to its income elasticity of
demand for imports explains much of the greater part of the differences in
recorded growth rates of the industrialized countries. The results reveal a
very close correspondence between the actual and predicted growth rates.
Thirwall’s findings support Kaldor’s hypothesis that the balance of pay-
ments is an effective constraint on growth.9 In effect, either increasing the
level of exports or reducing the income elasticity of demand for imports
can overcome the limits to growth. “Thus, the explanation of growth rate
differences must be primarily in differences in the rate of growth of
demand, and the major constraint on the rate of growth of demand in
most countries is the balance of payments” (Thirwall, 1979, p. 57).

The growth of a country’s exports thus appears to be the most impor-
tant factor in determining its rate of progress and this depends on the
outcome of the efforts of its producers to seek out potential markets
and adopt their product structure accordingly. The income elasticity
of foreign countries for a particular country’s product is mainly
determined by the innovative ability and the absorptive capacity of
its manufactures. In the industrially developed countries, high-
income elasticities for exports and low-income elasticities for imports
frequently go together, and they both reflect successful leadership in
product development. (Kaldor, 1985, p. 69)

The accumulation of trade surpluses is therefore closely associated
with the export of high value-added industrial goods. Trade surpluses in
turn generate the export of capital in the form of foreign investment.
Surplus countries thus enjoy the benefits of foreign trade disproportion-
ately as well as being net exporters of capital. According to Vernon,
direct investment abroad is governed by the product cycle in which the
temporary monopolistic advantages conferred by the firm’s ownership
of technological innovation, generates demand for exports. As these for-
eign markets are saturated and the innovations are diffused, however,
overseas corporations lose their oligopolistic advantages. In order to
prevent the loss of these foreign markets, oligopolistic competition
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compels multinational firms to establish subsidiaries in close proximity
to local markets (Vernon, 1966). Manufacturing exports not only
overcome the balance of payments constraint on growth but also
provide the basis for long-term sustainable growth based on rising
incomes, technological progress and increasing returns.

Conclusion

From this brief survey of modern growth theories, it has become increas-
ingly evident that prevailing neoclassical theories are inadequate in
providing a coherent and rigorous analysis of the dynamics of tech-
nological change and innovation. Prevailing neoclassical competitive
equilibrium analyses have encountered widespread critical scrutiny. 
Post-Keynesian growth theories challenge the assumption that the
market economy moves toward a state of equilibrium in the long run. To
the contrary, the system is propelled from one state of disequilibrium to
another. This process of discontinuity originates from the internal logic
of investment cycles and the endogenous shocks experienced from the
introduction and diffusion of new technologies. The study of long-run
economics is necessarily one that highlights structural change and
technological innovation (Clark & Juma, 1987).

If the theoretical arguments presented in this chapter are assumed 
to be valid, then the wellsprings of growth emanate from the law of
increasing returns, which generates a process of circular and cumulative
causation in terms of increasing productivity growth and output per
capita. Similarly, growth can be increased through an expansion in the
volume of industrial exports, which tend to be highly income-elastic.
The theory of circular and cumulative causation reaffirms the
preeminent role of manufacturing and the capital goods sector as the
primary catalysts for growth in the economy as a whole. In contrast to
the static a priori assumptions, which govern conventional neoclassical
accounts, these theories are based on the “stylized facts” that the
economic system is characterized by increasing returns, endogenous
technological change and a circular complementarity in production
and consumption. Yet it should be conceded that the main currents 
of circular and cumulative causation fail to fully grasp the profound
implications of growth and stagnation under the conditions of oligopo-
listic competition. These theoretical issues will be analyzed in the next
chapter.
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Appendix 2A The Solow/Swan Model

The cornerstone of the Solow/Swan model is the neoclassical production function,
which measures the relationship between the output of a firm or economy and
the inputs used to produce that output. In simple mathematical notation it is
written:

Y � A f(N, K, t …) (2A.1)

where Y is the dependent variable (output) and N (unskilled labor), K (capital), t
etc. are independent variables (inputs). A is a variable that reflects the 
available production technology. If A rises, the economy produces more 
output from any given combination of inputs. Most production functions
assume constant returns, which means that a doubling of all inputs causes the
amount of output to double as well. For example: xY � A f(xN, xK) if x � 2, then
both the left-hand side and right-hand side of the equation will show output
doubling. Labor productivity can be denoted as x � 1/N. Therefore: Y/l �

A f(1, K/l) where Y/l represents output per worker or a measure of productivity
which depends on physical capital per worker (K/l). Productivity is also a 
function of technology denoted by the variable A. We assume a given and 
constant rate of labor force growth (i.e. �N/N � n) and assume that there is 
no technical progress (i.e. �A/A � 0). Hence growth is determined by the 
accumulation of capital. The growth of the capital stock is determined by the 
savings ratio.

An economy with population growth will reach a steady state in which 
output growth per head and capital per head will remain constant. If output 
per head is to remain constant, output and population must grow at the same
rate (i.e. �Y/Y � �N/N � n). Therefore the growth of the capital stock is equal to
the growth rate of the workforce (i.e. �K/K � n). The higher the capital–labor
ratio, the higher is output per head. However, the increment to output
that results from raising the capital–labor ratio grows progressively smaller as the
ratio rises. In order to achieve and maintain a steady state, investment must equal
saving.

To obtain an increase in the capital stock, depreciation would need to be
deducted. Hence, �K � saving � depreciation. It is assumed that saving is a
constant function of income (sY ). Depreciation is a constant rate of d percent of
the capital stock (dK). Consequently, in the steady state, saving is just sufficient
to provide for enough investment to offset depreciation and to equip new
members of the labor force with capital. If saving is larger than this amount,
capital per head would grow, leading to rising income per head. Conversely, if not
enough is saved, capital per head would fall and with it, income per head. An
increase in the saving rate increases growth in the short run but does not affect
the long-run growth rate of output. However, an increase in the saving rate will
increase the long-run level of capital and output per head. In other words, there
will be level effects but not growth effects.
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Equation (2A.1) can be transformed into a very specific relation between 
input growth to output growth. This is expressed by the growth accounting
equation

�Y/Y � [(1 � �) 	 �N/N] � (� 	 �K/K) � �A/A (2A.2)

Or

Output growth � [labor share 	 labor growth] � [capital share
	 capital growth] � technical progress

where (1 � �) and � are the weights equal to labor’s share of income and 
capital’s share of income respectively. Equation (2A.2) therefore summarizes the
contribution of input growth and of the improved productivity of the growth of
output. We can surmise that labor and capital contribute an amount equal to
their respective individual growth rates multiplied by the share of that input in
total income. The rate of technical progress, or the growth of total factor produc-
tivity, is the third term in equation (2A.2). The growth rate of total factor pro-
ductivity is the amount by which output would increase as a result of
improvements in the methods of production, with all inputs assumed to be
unchanged. For example, labor’s share of income is 0.75 and that of capital is
0.25. We assume that the labor force grows by 1.2 percent, growth of capital stock
by 3 percent and total factor productivity grows by 1.5 percent per annum.
Applying equation (2A.2) we obtain

�Y/Y � (0.75 	 1.2%) � (0.25 	 3%) � 1.5% � 3.15 percent

Growth in inputs is weighted by factor shares which means that if 
capital and labor both grow by an extra 1 percent, so too does the 
growth of output. Technical progress can be measured by rearranging equation
(2A.2):

�A/A � �Y/Y � [(1 � �) 	 �N/N] � (� 	 �K/K) (2A.3)

The changes in total factor productivity are therefore attributed to the Solow
residual.

So far we have been concerned primarily with the growth in total output.
However, a more accurate measurement of an increase in living standards is the
growth of per capita GDP. Per capita GDP is the ratio of GDP to the population.
Hence, the growth rate of GDP equals the growth rate of per capita GDP as well
as the growth rate of the population:

�Y/Y � �N/N � � 	 (�K/K � �N/N) � �A/A (2A.4)
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Equation (2A.4) can be rewritten in per capita terms as

�Y/Y � � 	 �k/k � �A/A (2A.5)

where k is the capital/labor ratio. Since � is about 0.25, equation (2A.4) suggests
that a 1 percent increase in the amount of capital available to each worker
increases output by only about 0.25 percent.
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3
Overaccumulation and Crisis

Introduction

The mature capitalist economy is subject to and dominated by a basic
contradiction: the very growth of its productive potential puts insu-
perable obstacles in the way of making full use of available human
and material resources for the satisfaction of the needs of the great
mass of the population. What this means is (1) that in the absence of
sufficiently powerful countervailing forces, the normal state of the
economy is stagnation; and (2) that the real history of the system in
its monopoly capitalist phase is determined by the interaction of the
tendency to stagnation and the forces acting counter to this ten-
dency. (Magdoff & Sweezy, 1988, p. 24)

One of the major structural causes of the contemporary crisis of monop-
oly capitalism can be attributed to the problem of surplus absorption.
The problem of semipermanent excess capacity utilization relative to
the diminution of the level of effective demand can be diagnosed as the
fundamental malaise that afflicts the current phase of stagnation in the
“mature” capitalist countries. The aim of this chapter is to develop a
theory of accumulation under the conditions of oligopoly. In so doing,
an enormous intellectual debt is acknowledged to the seminal theories
of Kalecki, Steindl and Baran/Sweezy. It will be argued that in the
absence of countervailing forces (i.e. technical innovation, new
markets), the mature stage of monopoly capitalism inherits a natural
tendency toward chronic stagnation.

The system therefore incessantly seeks out new profitable outlets in
order to overcome the problem of overaccumulation. Over the past two



decades, a growing proportion of aggregate profits have been channeled
into the financial markets, which has led to an unprecedented phase of
instability and volatility in international financial markets. In this con-
text, Fisher’s seminal theory of debt deflation and Minsky’s financial
instability hypothesis provide an extremely useful theoretical frame-
work by which to interpret the contemporary phase of stagnation.

1 The determination of national income: a 
Kaleckian model

Neoclassical theories assume that all profits are reinvested in productive
capacity. However, the myth of the Weberian capitalist, motivated by fru-
gality and abstinence, should be debunked. Kalecki developed a stylized,
realistic model of the determination of national income. The model uses
a simplified two-sector economy based on the capital goods sector, on
the one hand, and the wage goods sector, on the other hand. In other
words, the model is divided into wage-earners and capitalists (the former
spending all their income and the latter responsible for investment). In a
closed system, aggregate profits determine the rate of investment. Since
workers spend all their wages on consumption, capitalists and rentiers
account for aggregate saving.1 National income is therefore defined as
wages plus profits or equal to the value of consumption and investment
output in a closed economy.

The model makes certain assumptions for the sake of simplicity or in
economic jargon, uses the ceteris paribus condition. Unlike standard neo-
classical models, however, these assumptions are quite realistic. First,
the analysis does not assume full employment equilibrium but might
assume excess capacity. Second, the analysis is based on the short term,
that is to say, investment is assumed as given and is determined by past
investment decisions by firms or rentiers.

Kalecki starts with a closed model in the absence of a government sec-
tor with wages (W ) spent currently on the consumption of wage goods
(Cw). The national income gross of depreciation Y can be defined as
aggregate value-added or the value of final goods

Y � P � W (3.1)
Y � Cw � Cc � I (3.2)

where P, Cc and I denote profits gross of depreciation, capitalist con-
sumption and investment gross of depreciation respectively. Since work-
ers are assumed not to save, aggregate profits (P) are equal to capitalist
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consumption (Cc) plus investment (I ), or

P � Cc � I (3.3)

It is assumed that both kinds of decisions are made in real terms and
consequently all aggregates are measured in constant prices. From (3.3)
by subtracting Cc from both sides, we get

S � I (3.4)

or the equality between saving and investment. Investment is the inde-
pendent variable while saving is the dependent variable. Thus investment
tends to “finance itself.” Kalecki emphasized that (3.4) is independent of
the short-term rate of interest.

If spending by businesses increases or decreases, a shift in the mar-
ginal revenue curve will occur; employment or prices change as a result
of this change in demand until P is once again equal to the level of busi-
ness spending. P � Cc � I is therefore the fundamental equation of the
analysis; the causality runs from spending to profits. In other words,
business expenditure determines profits in the short run because they
can influence their spending decisions but not their incomes.

The conclusion that the increase in capitalists’ consumption increases
in turn their profits, contradicts the common conviction, that the more
is consumed the less is saved. This approach which is correct with
regard to a single capitalist, does not apply to the capitalist class as a
whole. If some capitalists spend money, either on investment or con-
sumer goods, their money passes to other capitalists in the form of prof-
its. Investment or consumption of some capitalists creates profits for
others. Capitalists as a class gain exactly as much as they invest or
consume, and if – in a closed system – they ceased to construct and con-
sume they could not make any money at all. Thus capitalists as a whole
determine their own profits by the extent of their investment and per-
sonal consumption. In a way they are “masters of their own fate”; but
how they “master” is determined by objective factors, so that fluctua-
tions of profit appear after all to be unavoidable. (Kalecki, 1966, p. 14)

The problem with supply-side neoclassical theories of growth is that
they neglect the critical role performed by effective demand. The
increase in consumption caused by an increase in investment is possible
if there is idle capacity which can be resolved by an increase in effective
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demand. The assumption is quite Keynesian in that excess capacity
rather than full employment equilibrium is assumed to be the norm and
that investment is the main factor driving effective demand. As Kalecki
has eloquently stated: “The tragedy of investment is that it causes crises
because it is useful. Doubtless many people will consider this theory para-
doxical. But it is not the theory that is paradoxical, but its subject – the
capitalist economy” (1966, p. 94). Accordingly, it can be argued that a
rise in aggregate profits implies the problem of the realization of profits
into investment which is determined by the level of effective demand. It
can be surmised that a rise in wages will induce an increase in the level
of effective demand. Workers will increase their demand for consump-
tion goods which are generally produced on the domestic market.

If one assumes an open system with a government sector, aggregate
profits would be

P � I � Cc � G � NX (3.5)

where G equals government spending and NX denotes net exports.
Aggregate profits are therefore equal to investment, plus an export sur-
plus plus budget deficits. An increase in the export surplus will induce a
rise in aggregate profits, all things being equal. A budget deficit has a simi-
lar effect to that of an export surplus. By incurring successive budget
deficits, governments can increase the level of aggregate profits as long as
government spending is devoted to the provision of public goods and
services to the private sector, rather than in pursuing policies which sub-
sidize private consumption. Spending on armaments and wars is the clas-
sical means by which budget deficits tend to increase aggregate profits.

In order to stimulate investment through an increase in domestic net
profits, the balance of trade component of profits must increase. In
other words, a trade surplus must be achieved. Kalecki makes a crucial
distinction between an increase in the export surplus (exports minus
imports) and absolute exports. An increase in exports would lead, ceteris
paribus, to a rise in the surplus of foreign trade but would also hasten an
increase in demand for imports, most notably in raw materials and
intermediate goods required for an expansion in production.

The balance of trade is denoted by s and the corresponding increase in
imports and exports by i and e respectively:

e � i � s (3.6)

Consequently only a proportion of the total increase in exports con-
tributes to the increase in the balance of trade and thus to aggregate
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profits. The remainder is used for additional imports necessary for
higher levels of output. If the relative share of profits in the aggregate
value of production is denoted by the symbol �, production will increase
by s/�. Moreover, if the ratio of imports to the value of aggregate pro-
duction is denoted as �, then the increase in imports will be:

i � �(s/�) (3.7)

Thus we obtain

s/i � � �/� (3.8)

For instance, if there is an increase in the balance of trade and total
exports only a proportion of this total will increase the balance of trade,
while another part is used to cover the imports of goods required for the
expansion of production. The ratio between these two components is
the same as that between the relative share of profits in the value of
aggregate production. In the period of expansion of investment, aggre-
gate profits increased because of the rise in the item “investment” by k,
but fell by s as a result of the decline in the item “balance of trade.” As a
general rule, the increased profits amounted to k � s.

Thus if one denotes � as the relative share of profits in the value of
aggregate production and the ratio of imports to this value as �, the fol-
lowing conclusions can be drawn:

1. The increase in the value of production corresponding to the increase
in profits by k � s is equal to (k � s)/� and the corresponding rise in
imports to [(k � s)/�]�.

2. If imports decline by the same amount as the decline in the balance
of trade, we obtain [(k � s)/�]�.

It follows directly that:

k � s(1 � �/�) (3.9)

“It is now clear what are the advantages of an upswing stimulated by means
of securing a surplus in foreign trade” [italics added] (Kalecki, in Osiatynski,
1990, p. 173).

It is from this point of view that the fight for foreign markets may be
viewed. The capitalists of a country which manages to capture foreign

e�i
i
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markets from other countries are able to increase their profits at the
expense of the capitalists of the other countries. Similarly, a colonial
metropolis may achieve an export surplus through investment in its
dependencies. (Kalecki, 1971, p. 51)

2 Oligopoly and stagnation

One of the great virtues as well as one of the major limitations of ortho-
dox theories of imperfect competition is that the existence of excess
capacity can be explained in terms of equilibrium. The traditional theo-
ry is based on the notion of “surplus” profits generated as a result of the
degree of excess price above marginal cost. Under the assumption of full
capacity utilization, it is argued that these abnormal profits will eventu-
ally be eliminated as new entrants into the market have the effect of
dampening prices. As a result, excess capacity and surplus profits are
only temporary and the system gravitates toward a new equilibrium
governed by perfect competition.

Traditional neoclassical theory, however, soon encounters serious prob-
lems in relation to the process of adjustment. One of the more intractable
problems arises from the assumption that there are no sunk costs and that
individual plants are easily divisible. In other words, the theory fails to
take into account the existence of economies of scale and scope. The
adjustment of capacity could only proceed if the Schumpeterian process
of “creative destruction” occurs over a relatively short interval. The exis-
tence of both static and dynamic economies of scale implies that invest-
ment decisions are taken over a long time span and that in order to ensure
profitability, large oligopolistic firms are characterized by: (1) high sunk
costs in which average costs fall as output increases, (2) the indivisibility
of inputs and (3) relative price rigidity. This confers market power and is a
natural barrier to entry. These conditions are inimical to the traditional
theory of imperfect competition in which the existence of excess capacity
in a state of equilibrium generates temporary surplus profits. It can be
argued and supported empirically that abnormal profits can be main-
tained over long periods by the deliberate holding of excess capacity. New
entrants can be effectively excluded by adjusting capacity utilization and
by adopting a strategy of price fixing.

In stark contrast to traditional price theory in which firms maximize
profits when marginal cost equals marginal revenue under the conditions
of perfect competition, the Kaleckian theory of the “degree of monopoly”
offers a more realistic framework. According to the Kaleckian formula, oli-
gopolistic firms adopt a policy of a profit “mark-up” in which price p is
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determined by the firm in relation to prime costs u (wages, raw materials,
etc.). In order to counter price competition, each firm will exploit their
degree of monopoly by adjusting the ratio of p to the weighted average of
all firms, p*, so that the price does not become too high. If u rises, the firm
can adjust their price by increasing p proportionately but only if the
weighted average p* also increases. On the other hand, if p* increases less
than u the firm’s price p will also rise less than u. In the simple Kaleckian
schema these conditions are represented by the formula

p � mu � np* (3.10)

in which m and n are positive coefficients. It logically follows that the
coefficients m and n characterize the price-fixing strategy of oligopolis-
tic firms and reflect the firm’s “degree of monopoly.” The higher the
degree of monopoly, the higher is m/(1 � n). If the degree of monopoly
increases, p* also increases in relation to u*.

Such a firm (oligopolist) knows that its price p influences appreciably
the average price p* and that, moreover, the other firms will be
pushed in the same direction because their price formation depends
on the average price, p*. Thus, the firm can fix its price level higher
than would otherwise be the case. The same game is played by other
big firms and thus the degree of monopoly increases substantially.
This state of affairs can be reinforced by tacit agreement (such an
agreement may take inter alia the form of price fixing by one large
firm, the “leader,” while other firms follow suit). Tacit agreement, in
turn, may develop into a more or less formal cartel agreement which
is equivalent to full scale monopoly restrained merely by fear of new
entrants. (Kalecki, 1971, p. 17)

The “mark-up” will tend to vary between different industries and is, in
the final analysis, dependent on the degree of competition. The degree of
monopoly therefore depends upon the relation of the individual firm’s
price p to the weighted average price p* for the industry as a whole:

( p � u)/u � f ( p*/p) (3.11)

where f is an increasing function: the lower p is in relation to p*, the
higher the mark-up will be fixed. From formula (3.11) we derive

p � u[1 � f ( p*/p)] (3.12)
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Consequently, the function f will be different for individual firms in an
industry and will reflect the degree of monopoly.

It can be surmised that the phase of monopoly capital is dominated by
“price regulated” industries characterized by tacit cartels and price lead-
ership. Indeed, the existence of oligopolistic competition tends to
impart a higher degree of price rigidity. Inelastic prices tend to dampen
the amplitude of the trade cycle in these industries. Oligopolistic firms
will be reluctant to reduce prices during the phase of slump in the trade
cycle. As a result, prices and profits will be set high enough to keep
potential new entrants at bay but low enough to counter existing com-
petitors. To be sure, the degree of monopoly will tend to increase during
the slump as the price leaders attempt to squeeze out existing competi-
tors. These tendencies have quite profound implications in the duration
and magnitude of the slump, generating a powerful undercurrent
toward chronic stagnation.

Thus a new type of cumulative process becomes possible; any reduc-
tion of the rate of capital growth will reduce the degree of utilization,
and this will further reduce the rate of growth of capital. Thus, a
given reduction in capital growth will lead to a further decrease in the
rate of growth. This cumulative process may again tend to a definite
limit, so that the rate of growth will settle down at a new lower level,
but it is not certain whether it might not continue, theoretically,
without limit. (Steindl, 1976, p. 137)

Confronted by a fall in the level of effective demand, oligopolistic
firms have the ability to resort to a curtailment of the degree of capacity
utilization. Capacity utilization, x, can be defined simply as the level of
output, y, divided by capacity, c. Excess capacity, e (whether planned or
unplanned), can be denoted as 1 � e. A fall in the degree of capacity uti-
lization will result in a fall in the rate of profit. However, market power
confers the advantages of attracting a higher volume of internal savings
generated by a higher share of profits in a specific industry or market. The
ability to maintain higher prices in relation to costs implies that profit
margins become inelastic in a downward direction (Steindl, 1976, p. 135).

In terms of effective demand, an increase in the degree of monopoly
might be accompanied by a fall in nominal wages. This is most evident
during the course of a slump. The fact that aggregate profits are inelastic
in a downward direction as a result of relative price rigidity under the
conditions of oligopoly, implies that pressure will intensify to reduce the
level of wages in order to reduce prime costs. Class struggles are thus
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waged between capitalists and workers over the distribution of national
income. A fall in nominal wages, however, does not lead to a rise in the
level of employment as the conventional wisdom so often proclaims.
The slump in employment will have an adverse effect on the wage-
goods sector as the real purchasing power of workers declines. A fall in
wages will therefore curtail the level of effective demand.

If the degree of monopoly remains unchanged, aggregate profits would
tend to fall in the same proportion as prime costs. At the same time, in
the course of a slump, aggregate profits tend to fall less than prime costs.
These conditions are therefore quite favorable for the inducement of tacit
agreements between oligopolists not to reduce prices in the same pro-
portion as prime costs (Kalecki, 1990, Vol. 2, p. 18). In Marxian terms, the
degree of concentration will increase as capital is attracted away from
those sectors of the economy with a low profitability to those sectors that
exhibit higher levels of profitability. In this case, investment funds are
redistributed from the smaller, more competitive firms and sectors, to the
larger, oligopolistic enterprises and industries.

In the simple two-sector, closed model, profits and wages are the only
forms of income and wages (W) are linked to the national product by a
linear function:

W � �Y � �Z (Y 
 Y*) (3.13)

where �Z denotes wage costs as a fixed proportion of the capital stock Z.
In other words, we assume a constant capital/labor ratio as a first
approximation. The formula (3.14) is limited by the full capacity utiliza-
tion Y*. Hence, profits can be denoted as

P/Y � 1 � � � �Z/Y � I/Y � Cc/Y (Y 
 Y*) (3.14)

where I and Cc denote investment and capitalist consumption respectively.
It follows directly that the marginal profit share (1 � �) equals the aggre-
gate of the average profit ratio and the mark-up ratio. Kalecki’s formula can
be modified by assuming, as Steindl does, that the mark-up ratio depends
on the utilization of capacity and varies inversely with it, but is ultimately
constrained by the full capacity barrier. Steindl also assumes that the coef-
ficients � and � are given. The latter is determined by the cost structure,
while the former is determined by the degree of monopoly. In this context,
the mark-up, u, can be represented as (1 � �)/�. Given 1 � � and �, aggre-
gate investment and capitalist consumption in a closed, two-sector model
will determine the degree of utilization and the mark-up ratio.
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Steindl’s model therefore builds on the Kaleckian foundations by
introducing a more dynamic interpretation of the degree of capacity uti-
lization. In this sense, two critical variables are introduced. First, oligop-
olistic firms will plan the degree of utilization over a long time span in
the course of the trade cycle as a result of high sunk costs, economies of
scale and the indivisibility of inputs. Given their high degree of market
power, capacity utilization can be deployed as a competitive weapon to
push out potential rivals, if this tactic does not prove to be too costly.
Second, if capacity utilization is below the desired level, investment in
new capital stock will be curtailed. It is quite evident that under these
conditions of oligopolistic competition, stagnationist tendencies
become the norm rather than the exception. Each recurrent slump will
tend to be amplified in the course of the trade cycle.

It was shown that the excess capacity might lead to an intensified
competition between capitalists, and that should tend to bring the
rate of “surplus value produced” down again. To this a modification
has to be added now: with the growth of oligopoly, the competition
between capitalists works less and less well, and the excess capacity
can persist long without leading to the forcible ejection of superflu-
ous capital. The excess capacity remaining, it exerts then a depressing
influence on the investment decisions of capitalists, and the rate of
growth of capital slows down. (Steindl, 1976, p. 245)

3 The credit cycle and the onset of debt deflation

The problem of the trade cycle was abandoned in the neoclassical litera-
ture in favor of the Solow/Swan growth accounting model. Consequently,
neoclassical theory has been unable to adequately explain the recurrence
of booms and busts as an endogenous process of capital accumulation
itself. These disturbances to steady-state growth were attributed to tem-
porary “exogenous” shocks. The economy would, it was assumed, gradu-
ally gravitate toward full-employment equilibrium.

At the same time, however, there emerged a growing and influential lit-
erature within the post-Keynesian paradigm, which reaffirmed the gen-
eral dynamic framework of Keynes’s General Theory. The most influential
of these theories was Kalecki’s Theory of Economic Dynamics. Kalecki’s theo-
ry of investment is based on the notion of “aggregate profits.” In other
words, the propensity to invest is determined by the realization of past
profits. Since profits represent a return to capital, the distribution between
profits and wages constitutes the central mechanism in the dynamics of
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the trade cycle. In Kalecki’s model D(t) represents the investment decision
and I(t) denotes the actual investment of capital equipment:

I(t � �) � D(t) (3.15)

or

I(t) � D(t � �) (3.15a)

The symbol � denotes the fixed time interval required between the
investment decision and the installation of the investment equipment.
The decision to invest is positively related to profits P(t) and negatively
to the capital stock K(t). Income is divided between profits appropriated
by the capitalists and the wages received by the workers. As a general
rule, workers consume all of their income and capitalists save and invest
most of their income. Hence, profits P(t) � sY(t), where s represents the
share of income appropriated by the capitalists or in the Keynesian form
of s � (1 � C), which is equivalent to the marginal propensity to save by
capitalists.

Investment is therefore unstable and performs a determinant role in
the fluctuations of the business cycle. “The main determinants of invest-
ment were the ability of firms to internally finance investment, the size
of the capital stock and profits. These, in turn, were determined by
the level and rate of change of economic activity” (Kriesler, 1995, p. 18).
In stark contrast to Hicks’s IS/LM analysis, Kalecki made the crucial
observation that investment is influenced by the long-term rate of
interest, which tends to be cyclical, rather than by the short-term rate.
Given the time lags and the planned investment decisions undertaken
by oligopolistic firms, this assumption is quite realistic. “The economy
is activated by capitalists’ expenditures which – when it comes to invest-
ment spending – are the expression of their bets on the future” (Halevi &
Taouil, 1998, p. 3).

Kalecki assumes imperfect competition. Hence if money wages fall,
the “mark-up” between prices and wages would increase. This implies a
redistribution of income from wages to profits. However, capitalists, as a
general rule, have a lower propensity to consume than workers, which
means that the level of effective demand will tend to fall in the econ-
omy as a whole. A fall in the wages share of national income therefore
leads to higher levels of unemployment and unused capacity. This con-
clusion is diametrically opposed to the neoclassical assumption of
increasing the level of employment by reducing wages.
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The Kaleckian relationship between profits and investment has been
further refined and elaborated by Minsky (1982). According to Minsky,
a capitalist economy is characterized by two sets of relative prices:
(1) current output and (2) capital assets. On the one hand, prices of cap-
ital assets depend upon expectations of future rates of return to capital
and the Keynesian notion of liquidity preferences. On the other hand,
the prices of current output will be determined by existing perceptions
of short-term demand conditions: “Capital assets and current output
prices are based upon expectations over quite different time horizons:
capital asset prices reflect long-run expectations and current output
prices reflect short-run expectations” (Minsky, 1982, p. 95).

The implication of Minsky’s argument is that the simple relationship
between profits and investment in the Kaleckian schema should be
modified in the light of the “financial instability” hypothesis. To restate
Kalecki’s profit–investment relationship, we get

� � I (profits equal investment) (3.16)

However, I is a function of (Pk, PI(I ), E�, Ext. Finance) where Pk � price
of capital assets, PI(I) � supply price of investment goods as functions of
investment price, E� � expected profits and Ext. Finance � external
financing conditions. Hence

I � (3.16a)

in which the causation runs from investment to profits. From this sim-
ple theorem, Minsky develops the financial instability hypothesis:

Keynes insisted that the main propositions of the General Theory centre
around the disequilibrating forces that operate in financial markets.
These disequilibrating forces directly affect the valuation of capital
assets relative to the price of current output, and this price ratio, along
with financial market conditions, determines investment activity
(p. 60). . . . Once financial considerations are integrated into the invest-
ment decision, it is evident that capitalism as we know it is endoge-
nously unstable. . . . Contradictions and tensions associated with the
accumulation of wealth come to the forefront of the analysis.
Instability becomes normal rather than abnormal. (Minsky, 1982, p. 81)

The immediate cause of a general financial crisis can therefore be attrib-
uted to a fall in asset prices and a shift in long-run expectations. In this
process, the role performed by the credit cycle is absolutely critical.
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Since credit consists of obligations assumed during a period of high asset
prices, the contraction of credit is tantamount to a depreciation of credit
money (Hilferding, 1981, p. 65). In contrast to prevailing neoclassical
accounts, an analysis of the credit cycle provides the most useful frame-
work to interpret the crisis of excess capacity and overaccumulation.
According to Keynes: “We can define the credit cycle to mean the alter-
nations of excess and deficit in the cost of investment over the volume
of saving and the accompanying see-saw in the purchasing power of
money due to these alternations” (Keynes, 1930, Vol. 2, p. 277). In his
seminal Treatise on Money, J.M. Keynes described four phases through
which the credit cycle progresses in the general trajectory of the busi-
ness cycle:

The order of events is, therefore, as follows. First, as Capital Inflation
leading to an increase of Investment, leading to Commodity Inflation;
second, still more Capital Inflation and Commodity Inflation for
approximately one production period of consumption goods; third, a
reaction in the degree of the Commodity and Capital Inflations at the
end of this period; fourth, a collapse of Capital Inflation; and finally,
a decrease of Investment below normal, leading to Commodity
Deflation. (Keynes, 1930, Vol. 2, p. 304)

The primary phase of the credit cycle is characterized by speculative
windfall profits generated by rising expectations and the emergence of a
“bull” in the stock market (Kindleberger, 1978). Prices tend to rise and
are further induced by the upsurge of commodity inflation. A secondary
stimulus to the expansion of output originates with rising incomes as
the primary boost to investment spurs consumption. Thus, the second-
ary phase is characterized by both commodity and income inflation. 
A shortage in the factors of production, especially those of labor, causes
a rise in money wages. The combined effects of windfall profits and
rising money wages accelerates the multiplier effect through excess
investment and the emergence of excess capacity.

Since the secondary phase stimulates the production of consumption
goods, an overproduction crisis is set in motion. Prices will tend to fall
as markets become saturated. Individual enterprises will be impelled to
curtail output and investment. As bankruptcies multiply in the course of
the business cycle downswing, financial institutions find themselves
burdened by an avalanche of nonperforming loans.

The banks find themselves in the presence of an increased demand
for credit, while there is no longer any repayment of earlier credits.
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Since everyone needs liquidity, settlement demands flow in from all
sides. The debt chain breaks at several points where the banks are no
longer able to meet their commitments. A financial crisis breaks out
and credit contracts, while money appears in its function as a store of
value. The sudden devalorisation of credits gives rise to bankruptcies
and destruction of capital. Market prices then fall at an even faster
rate than they previously rose. (Aglietta, 1979, pp. 341–2)

Consequently, the downturn is characterized by commodity and
income deflation and a collapse in capital inflation. The ensuing reces-
sion is a necessary, though irrational means by which profitability is
restored. The general rate of profit begins to rise again at the bottom of
the slump as wages growth is curtailed and new expenditure in capital
goods is temporarily postponed.

The position at the bottom of the slump is analogous to that at the
top of the boom. While the rate of profit is falling at the top of the
boom because of additions to the stock of capital equipment, it is ris-
ing at the bottom of the slump because depreciation of capital equip-
ment is not being made good.

But it may be questioned whether this situation is symmetrical
with that of the top of the boom. It may indeed be claimed that the
effect of capital destruction upon investment decisions during the
slump is much weaker than that of capital accumulation in the boom
because the equipment “destroyed” in the slump is frequently idle in
any case. As a result, slumps may be very long. (Kalecki, 1971, p. 126)

The conditions for a renewed recovery are therefore established through
the Schumpeterian dynamic of creative destruction. Yet there is no auto-
matic or endogenous mechanism that ensures that the recovery will
occur any time soon. In the absence of powerful stimulatory forces, the
system could be mired in a state of long-term stagnation. The onset of a
severe phase of debt deflation could characterize this phase of debilitat-
ing and chronic stagnation.

Irving Fisher formulated the original debt-deflation theory of great
depressions in 1933. Fisher argues that there are two central factors in
the cumulative causation of economic depressions: (1) the accumula-
tion of debt and (2) the diminishing purchasing power of the monetary
unit. The onset of deflation sets off a chain of events, which leads to the
cessation of debt validation and the emergence of a severe economic
slump. This chain of events is summarized by Fisher in the following
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order (Fisher, 1933, p. 372):

1. Debt liquidation and stress selling of assets.
2. The contraction of deposit currency and the money supply (a fall in

the velocity of circulation).
3. A fall in the level of prices and the rise in the value of the currency.
4. Rising levels of bankruptcies and financial indebtedness.
5. A fall in the rate of profit.
6. A sudden contraction in output and employment.
7. The onset of pervasive pessimism and the loss of confidence by

investors and consumers.
8. Hoarding and a further contraction of the money supply.
9. A fall in the nominal interest rate but a rise in the real rate of interest.

Consequently, the liquidation of debts acts as both a cause and a catalyst
for the onset of deflation. The more that debtors attempt to validate
their obligations, the more difficult it becomes to liquidate their assets
because of falling prices. The whole process becomes self-defeating:

The very effort of individuals to lessen their burden of debt, increases
it, because of the mass effect of the stampede to liquidate in swelling
each dollar owed. Then we have the great paradox which, I submit, is
the chief secret of most, if not all, great depressions: the more that
debtors pay, the more they owe. (Fisher, 1933, p. 374)

The preceding boom is activated by the expansion of investment into
new markets; new opportunities offered by innovations, which are
driven by the prospect of capturing Schumpeterian profits; or by the dis-
covery of new natural resources. Whatever the causes of the boom, it is
the lure of expected high profits and dividends, which ignites the spec-
ulative frenzy. These future expectations are reflected in the emergence
of a “bull” in the equity markets. Share prices, in turn, determine the
market valuation of capital assets owned by firms. “Thus the ability to
debt finance new investment depends upon expectations that future
investment will be high enough so that future cash flows will be large
enough for the debts that are issued today to be repaid or refinanced”
(Minsky, 1982, p. 65). Hence, the issue of uncertainty in the original
Keynesian sense of the word, can be seen as performing the central role
in this financial drama. In Keynes’s own words:

Of the maxims of orthodox finance none, surely, is more anti-social
than the fetish of liquidity, the doctrine that it is a positive virtue on
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the part of investment institutions to concentrate their resources
upon the holding of “liquid” securities. It forgets that there is no
such thing as liquidity of investment for the community as a whole.
The social object of skilled investment should be to defeat the dark
forces of time and ignorance, which envelop our future. The actual,
private object of most skilled investment today is “to beat the gun,”
as the Americans so well express it, to outwit the crowd, and to pass
the bad, or depreciating, half-crown to the other fellow. (Keynes,
1936, p. 155)

In the course of the trade cycle, an expansion of investment could,
under the conditions in which finance capital prevails, degenerate into
a speculative mania. These speculative manias are an inherent feature of
the market economy but assume a critical dimension with the develop-
ment of finance capital and circuits of credit. It follows, therefore, that
in the course of the slump, the fall in asset prices is always accompanied
by a contraction in the volume of credit money. Indeed, as prices fall,
returns to investment also fall, but the validation of past debts will fall
due precisely at the same time when profits and sales remain depressed
(Hilferding, 1981, p. 65).

Minsky (1982) distinguishes between hedge and speculative finance.
Hedging operations are based on the assumption that cash flows and
revenue are large enough to cover debt repayments. Speculative finance,
on the other hand, is based upon the ability to validate its current inter-
est payments but must also raise new capital, either by selling assets or
by issuing bonds in order to pay the principal of its outstanding loans
(Henword, 1998, p. 222). Investors place bets on future valuations and
expected rates of return on the assumption that these expectations will
be greater than the current debt obligations (Minsky, 1982, p. 66). 
A third type of financial player, which usually appears during the final
stages of the speculative boom, is the over-leveraged Ponzi financier in
which investment becomes akin to the casino. In this tragi-comedy,
Ponzi financiers soon find that they are caught in the horns of a
dilemma. On the one hand, a rise in interest rates will cause debt repay-
ments to increase relative to their earnings and cash flows. On the other
hand, their earnings are normally based on a longer-term expectation of
future returns to investment, but their liabilities must be validated in
the short term. A rise in both short- and long-term interest rates will
therefore have the effect of inducing a greater depreciation of their
assets than their liabilities. Ultimately, however, the greatest vulnerabil-
ity lies in the sudden fall in asset prices, which leaves the speculator
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exposed to the accumulation of debt. When this occurs, bankruptcies
and payment defaults feed into the process of debt deflation.

It is, therefore, precisely the uncertain, incalculable factor which spec-
ulators are obliged to take into consideration. In short, no certain fore-
sight is possible in speculative activity, which is essentially a groping
in the dark. Stock market speculation is like a game of chance or a
wager, but for insiders it is a wager à coup sûr. (Hilferding, 1981, p. 137)

Consequently, a sudden shift in expectations, caused by uncertainty,
could trigger a severe stock market crash. What ultimately prevents the
descent into a depressive spiral is the operation of automatic stabilizers
made possible by the existence of a substantial state sector. At the same
time, central banks are capable of injecting liquidity and temporarily act-
ing as a lender of last resort to mitigate a financial meltdown. Needless to
say, this chain of events does not represent a mere anomaly, as the apol-
ogists of laissez-faire tend to proclaim, but is endemic in a deregulated
market economy.

Conclusion

The intention of this chapter has been to develop rigorous alternative
approaches to the study of the process of capitalist accumulation under
oligopolistic conditions, based on the seminal theories of Kalecki, Steindl
and Baran/Sweezy. The various post-Keynesian strands of thought
embodied in the Fisher/Minsky theories of financial instability and debt
deflation augment these stagnationist perspectives and also provide an
invaluable contribution to our understanding of recurrent financial
crises. It is therefore possible to construct a dynamic theory, which
elucidates the conditions by which the economy fluctuates between
boom and slump. In stark contrast to the prevailing comparative static
methodology of neoclassical models, the original Kaleckian theory was
essentially based on the short- and long-term consequences of invest-
ment and its determination. It can be surmised that under the condi-
tions of oligopolistic competition, the normal tendency of the capitalist
economy is toward chronic stagnation rather than full employment
equilibrium as suggested by neoclassical theories.
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4
Long Cycles of Growth and
Stagnation?

Introduction

During the 1970s and 1980s, a revival of interest was experienced over
the existence of long waves in economic life. Much of this renewed
interest was motivated by the onset of economic stagnation after the
postwar phase of rapid growth in the advanced capitalist countries.
Debates over the existence of long waves were revitalized, while the
seminal research undertaken by Kondratiev (1935) and Schumpeter
(1939) were rehabilitated. Many long-wave theorists identified the
dynamic of technological revolutions as the propulsion to the phase of
upswing in these long waves in economic life. There is considerable
evidence of the pervasive effect of these secular waves, especially when
one considers the impact of railways in the nineteenth century or the
profound changes engendered by “generic” technologies (information
technology, biotechnology and new raw materials technology) over the
past 20 years. It will be argued that these Schumpeterian waves of
“creative destruction” tend to act as powerful countervailing forces to
the inherent tendency toward stagnation under the conditions of
oligopolistic competition.

1 “Creative destruction”

Schumpeter argued that the shorter business cycles were closely
interwoven with the general trajectory of the long wave or “cycle.” He
identified the shortest of these cycles as the “Kitchin” which is associ-
ated with the turnover of inventories over a 2–3-year period. The other
visible cycle is the normal business cycle or the “Juglar” which is driven
by capital investment over a 6–10-year period. As a general rule, these



shorter cycles become more expansive if the underlying momentum of
the long wave is in the upswing phase. Conversely, cyclical recoveries
tend to become less expansive and recessions more severe during the
secular downswing.

The controversy that still surrounds the empirical existence of long
waves over a period of 50–60 years can be assigned into two separate cri-
tiques. First, the theory is scrutinized on the basis of the available empir-
ical data used by Kondratiev to identify each hypothetical wave or
“cycle.” Second, there have been perennial debates over the causes of
these fluctuations. In the latter case, Schumpeter’s business cycle theo-
ries rather than Kondratiev’s original hypothesis constitute the core
rationale for these critiques.

A convincing earlier critique of Kondratiev’s original hypothesis dis-
putes the statistical time series and questions the validity of the method-
ology employed by Kondratiev to interpret the data (Garvey, 1943). The
main thrust of Garvey’s critique is that Kondratiev relied exclusively on
the fluctuation of wholesale prices rather than the physical output of
production to identify long-term growth cycles. A similar statistical cri-
tique has been developed by Van Ewijk (1981). Both critiques are quite
valid, although they provoke more questions than they resolve.
Schumpeter himself had attempted to resolve these difficulties but
admittedly, he also encountered major empirical obstacles not only
because of the lack of available data on earlier waves but also because of
the absence of a coherent methodology by which to systemize and inter-
pret the evidence. More recent studies by Mensch and Kleinknecht have
proven quite fruitful within the neo-Schumpeterian paradigm but
remain at best inconclusive and in many cases, quite arbitrary in their
selection of data (Mensch, 1979; Kleinknecht, 1990).

According to the critics of long-wave theory, these waves cease to exist
if one analyses the physical series as a whole; the fluctuations merely
reflect price movements. However, their attempts to interpret long
waves out of existence and to suggest that these visible fluctuations are
merely the outcome of stronger classical cycles prove to be unconvinc-
ing. The fact that there exists a rhythmical alternation of relative 
prosperity and stagnation which lasts beyond the normal duration of
the business cycle is quite self-evident at only a cursory observation of 
the evolution of modern capitalism. In this regard, the monumental 
evidence – published in three volumes of economic history – is provided
by Braudel (1984). The central problem, therefore, stems not so much
on whether these fluctuations have an empirical foundation, but if an
explanation can be discovered for their behavior.
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The critical proposition that these disturbances in economic life con-
stitute regular waves or cycles has been augmented by a further set of
hypotheses. Schumpeter stressed the role of major technological inno-
vations as the primary source of these trajectories. Furthermore,
Schumpeter assumes that phases of prolonged crisis and depression are
characterized by a fundamental economic restructuring as a cluster of
innovations is introduced. The diffusion of these innovations propels
the economy into a new phase of prosperity. However, as these basic
innovations reach the end of their life cycle, a renewed phase of overca-
pacity and investment “overshoot” is experienced in those industries
that had formerly grown disproportionately faster in relation to the
diminution of demand. The Harrodian distinction between trend and
cycle therefore ceases to have any real meaning (Harrod, 1948).1

“Schumpeter was right that these two fundamental features of historic
capitalism are inseparable. Specifically, it is the vigorous boom, which
does generate the trend, and it is this leap forward into new levels of out-
put which governs the subsequent slump” (Goodwin, 1982, p. 115).

In the Schumpeterian schema, the dramatis personae are the pioneer-
ing entrepreneurs who, either through good fortune or foresight, seize
the opportunity and take the necessary risks by introducing revolution-
ary techniques and product innovations. It is the “animal spirits” of
these entrepreneurs who are driven by competition to invest in basic
innovations and act as prime movers in the process of creative destruc-
tion. These entrepreneurial innovations are then followed by a swarm of
imitators that eventually ignites the economic boom. However, this
irrationalism is equaled, if not exceeded, by the financial profligacy and
speculative excesses of the ensuing downturn. In this rather crude sim-
plification of the Schumpeterian dynamic, the role of heroic innova-
tions introduced by pioneering entrepreneurs constitutes the leitmotiv
of long waves in economic life.

Most of the recent debates over long-wave theory have focused on the
business cycle theories of Schumpeter and the role of innovations in the
trajectory of long waves. The critique by Kuznets of the Schumpeterian
dynamic is still regarded as the most systematic and convincing (Kuznets,
1940). In order to confirm Schumpeter’s thesis, Kuznets suggests two cri-
teria. First, one should establish that a strict periodicity or “symmetry”
exists between both the duration and alternating phases of boom and
depression. In other words, is it possible to locate an internal dynamic in
the same way that one is capable of analyzing the behavior of normal
business cycles? Second, it is necessary to establish a causal relationship
between possible exogenous forces and the trajectory of the long wave.
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From the standpoint of Kuznets’s first condition, Mandel (1980) has
provided the most persuasive case. Mandel highlights the process of
capital accumulation as the underlying determinant of these disconti-
nuities in the secular growth trajectory. As the accumulation of capital
reaches a certain point during the upswing, the total mass of capital can
no longer realize the previous average rate of profit; there will be a long-
term tendency for the rate of profit to fall. This will manifest itself in a
crisis of excess capacity. During the phase of downswing, the rate of
investment is curtailed. Increased competition between rival enterprises
hastens the introduction of new techniques and technology. Capital is
substituted for labor and, accompanied by rising unemployment and
falling real wages, the costs of production can be lowered in order to
restore the rate of profit. Consequently, the phase of depression corre-
sponds with a rise in the capital/labor ratio and the process of economic
restructuring.

Mandel’s explanation is quite plausible, though it is more applicable
to the fluctuations of the normal business cycle. In order to resolve this
problem, Mandel contends that since these long waves are propelled by
major technological revolutions such as the construction of railways or
the introduction of electricity, the long-term cyclical characteristics can
be identified with investment cycles for major capital goods. Thus, a
possible explanation of the ebbs and flows of these secular movements
might be found in the longevity of capital expenditure in the capital
goods sector that exceeds the normal duration of the business cycle.

In the long run, investment in capital goods sets in motion associated
investment in infrastructure. The multiplier–accelerator mechanism
implies that major innovations not only stimulate new industries but
also generate capital investment in new infrastructure. The most striking
example of this cumulative process can be demonstrated in the postwar
“automobile boom” which was augmented by a vast network of urban
infrastructure. The economic expansion engendered by this process
exceeds the normal duration of the business cycle. One of the earlier
theories that explained this behavior of long waves through the 
dynamics of long-term investment was known as the “echo-principle”
(Tinbergen, 1981). Consequently, the behavior of industrial life cycles
can be considered as the most plausible explanation for long waves.

Industrial life cycles were originally developed by Kuznets who
postulated that they form an S-shaped pattern and are governed by a
combination of technological innovation and the presence of expand-
ing markets (Kuznets, 1953). These new industrial sectors require their
own infrastructure. As a result, the associated “backward linkages”
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generate a multiplier effect, which propels a sustained phase of growth
and expansion. The original hypothesis developed by Kuznets suggests a
normal time span of about 20 years for the period of gestation of the
innovation but a much longer period is necessary for the process of dif-
fusion to occur. Therefore one would expect industrial life cycles to last
for more than 50 years, a period that tends to coincide with the
Kondratiev wave.

Historically these leading sectors have emerged from major innova-
tions or a cluster of related innovations. It is quite evident that textiles,
iron and steel, railways, electricity, chemicals, automobiles and elec-
tronics have performed this role of catalyst in generating related 
infrastructure and capital goods investment. Indeed, complementary
technologies have provided a major impetus to these phases of accumu-
lation. Revolutions in the technical basis of production frequently orig-
inate from the enhanced capacity to transform inanimate energy into
mechanical energy (Landes, 1970). This is quite evident when one stud-
ies the impact of steam-driven motors in the nineteenth century, the
internal combustion engine and the enormous impact of electrification
last century. To be sure, each of these technological revolutions has 
been so pervasive that the material basis of production has been trans-
formed beyond recognition. No sector of the economy escapes its 
inexorable logic.

The “swarming” of associated innovations is precisely the way
Schumpeter described this phenomenon, which can best be conceptual-
ized as a process of technological diffusion in which related and com-
plementary techniques and technological trajectories combine to propel
economic expansion. The “bandwagon” effect of these technological
breakthroughs can be described in terms of both forward and backward
industrial linkages. If the innovation takes the form of a factor input,
then the immediate impact is to lower the costs of production. This
would tend to induce further innovations in the production chain
upstream. Examples would include the impact of the microchip and the
innovations in chemicals and the energy sector. Backward linkages are
usually associated with infrastructure developments that stimulate the
capital goods sector and induce a secondary wave of investment.

A major innovation may be seen as generating a cumulative process in
which a Schumpeterian cluster of major innovations is set in motion
and replicated by a series of “imitators” who seek to capture temporary
surplus profits (Schumpeter, 1939). This sequence is characterized by
“growth poles” in the industrial system which consist of the technolog-
ical leaders (the primary, “autonomous” innovators) and “follower”
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industries and firms which respond to this primary innovative impulse
and both diffuse the innovation and act as a catalyst for secondary
induced innovations. Growth pole theories identify the formation 
of industrial and sectoral linkages rather than the diffusion of innova-
tion as the structural dynamics that drive growth (Pasinetti, 1981).
Input–output analyses inform these theories in which technical coeffi-
cients are assumed to be fixed. Industrial complexes based on the 
capital goods sector exhibit forward linkages with the intermediary and
consumption goods sector (Leontief, 1963, 1986). The core of this indus-
trial complex can be partly formed by means of an inverted input–
output matrix that shows the direct and indirect inputs used for one
unit of output in each industry of the industrial system. Large technical
coefficients tend to characterize these core industrial linkages in a 
hierarchical configuration (Halevi, 1996).

It should be stressed, however, that the linkages between industries
and sectors revealed by the input–output tables might not necessarily
imply a growth pole. It might, in fact, indicate a mature industrial life
cycle with routine deliveries and few possibilities of change and devel-
opment. In other words, these linkages might exhibit declining industrial
sectors and economic stagnation. The problem with growth pole analy-
ses is to identify the more dynamic sectors and their forward and back-
ward linkages with other industrial sectors. Infrastructure linkages
augment these industrial life cycles (Kuznets, 1953). A more detailed
exposition of technical progress using Pasinetti’s (1981) taxonomy is
highlighted in Appendix 4B.

Structural analyses focus on the tensions generated by radical innova-
tions and the intersectoral linkage effects. These exogenous shocks
induce a phase of disequilibria that sets in motion a sequence of struc-
tural imbalances or tensions and their partial resolution. In other words,
the core innovation creates a whole new set of technological trajectories
and “lock-in” failures as associated industries and sectors adjust to
these new technological opportunities. The issues of technological com-
plementarities and the new learning curves required to adjust to these
exogenous shocks inform structural analyses. Figure 4.1 illustrates these
sectoral linkages in relation to the engineering industries (including
machinery and electronics).

The competitiveness of firms ultimately stems from the long-term
strength and efficiency of a national economy’s productive structure, its
technical infrastructure and other factors determining the externalities
from which firms can benefit. Similarly, the crucial role played by generic
technologies implies that the competitiveness of most industrial sectors
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depends on the capacity by which intersectoral and interindustrial
transfers of technology can be accommodated. Industrial clustering con-
tributes to the capabilities associated with the rapid commercialization
of new products and processes, the ability to make rapid modifications
in product design in response to feedback information from users and
the flexibility to respond to short lead times in changing demand con-
ditions (Rosenberg, 1992). According to Pavit, the following sectoral tax-
onomy in the formation of industry clusters can be identified (1984):

1. Supplier-dominated sectors: (textiles, clothing, leather, printing and
publishing, wool products, etc.). In these sectors, process innovations
tend to predominate. Innovative opportunities are generally embod-
ied in new varieties of capital equipment and intermediate inputs
that originate from outside these sectors. Thus the process of innova-
tion primarily takes the form of inputs to production.

2. Scale-intensive sectors: (transport equipment, electrical consumer
durables, metal manufacturing, food products, chemicals, etc.). Both
product and process innovation takes place which generally involves
mastering complex systems and economies of scale of various types.
Firms tend to be large and devote a relatively high proportion of their
own resources to innovation through vertical integration with the
capital goods sector.

3. Specialized suppliers: (mechanical and instruments engineering).
Innovative activities relate primarily to product innovations that
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Source: Andersen (1992, p. 88).

Production of capital goods for
the production of capital goods

Production of
capital goods for the
production of
intermediate goods

Production of
capital goods for the
production of
consumer goods

Production of
intermediate goods

Production of
consumer goods



enter other sectors as capital inputs. Firms tend to be relatively small,
operate in close contact with their users and embody a specialized
knowledge in design and the production of equipment.

4. Information-intensive industries: (information and communications 
technology). This sector is closely related to the science-based industries
and is based on systems and software design and reverse engineering.

5. Science-based sectors: (electronics, chemicals and pharmaceuticals).
Innovation is frequently linked to new technological paradigms
made possible by scientific advances. Thus technological opportuni-
ties are very high and scientific knowledge confers considerable eco-
nomic returns from patents and other forms of ownership. Most of
the innovative activity is formalized in large laboratories controlled
by oligopolistic firms that exhibit economies of scale and scope. A
high proportion of the product innovations enter a wide number of
sectors as capital and intermediate inputs.

Kleinknecht has contributed to Schumpeter’s original hypothesis by
proposing that during the upswing of the long wave, quality-augmenting
improvements and process innovations tend to predominate, while dur-
ing recessional phases, radical product and process innovations are more
frequent (Kleinknecht, 1981). In other words, Kleinknecht supports
Schumpeter’s thesis of the “swarming” of radical innovations during peri-
ods of economic downturn. Closely related to this hypothesis is the con-
cept of “Schumpeterian profits” which individual firms can temporarily
obtain by introducing innovations and techniques that temporarily
capture a monopoly position in the market. These basic innovations will
be accompanied by a swarm of imitators through the bandwagon effect.

The problem of causality has fuelled controversy over the proposition
that depressions trigger basic innovations. To put it simply: do the new
Schumpeterian industries induce an endogenous recovery, or is the
upswing propelled by exogenous factors? Unfortunately, the precise role
of innovations in long-wave theory continues to elude empirical inves-
tigations. One can only suggest that the dynamic between technological
change and long-run growth is dialectical rather than linear. The law of
circular and cumulative causation implies that increases in output tend
to accelerate the rate of technical diffusion.

Recent studies raise doubts over the causal relationship between the
onset of major economic downturns and the clustering of radical inno-
vations during these secular phases (Rosenberg, 1982; Mansfield, 1987;
Freeman, 1983). Schumpeter’s original proposition that depressions
“trigger” the development of innovations encounters considerable
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empirical difficulties. Although a prolonged economic slump might 
hasten the process of creative destruction as a consequence of the inten-
sification of competition and rivalry, there is no firm evidence to suggest
that the rate of basic innovations should increase. Rosenberg and
Frischtak (1984) claim that innovations are essentially random events
and are independent of the prevailing economic environment.

In spite of this long listing of possible influences, we are left without
a precise knowledge of what are the necessary and sufficient changes
in the environment, which, even conceptually, can bring out a 
bandwagon-like diffusion of some number of basic innovations. In
other words, there is no well-specified set of elements that effectively
link and elucidate the direction of causality between the basic inno-
vations, the “general level of profitability and business expectations,”
and their diffusion in the form of a swarm of new products and
processes. (Rosenberg & Frischtak, 1984, p. 11)

Indeed, the contrary proposition might be just as plausible, that is to
say, depressions could inhibit the introduction of major innovations. If
sales and output are depressed and investment confidence is rather
grim, then it is just as likely that funds available for research and devel-
opment will be curtailed. Major innovations will normally be intro-
duced if the prospects for growth and profitability are perceived as
optimistic. Their introduction and commercialization after a prolonged
period of gestation and experimentation will hinge critically on the
state of business confidence. However, as soon as evidence of a possible
recovery appears, the clustering of several innovations contributes to
the phase of recovery.

New technological paradigms might emerge during either depression
or prosperity periods simply because – as we tried to show – their
rules of generation cannot be defined in terms solely of economic
inducements … the emergence of new technological paradigms acti-
vates the expansion of one or – more likely – several vertically inte-
grated sectors which represent, or are linked to, the new technologies
and products. In macroeconomic terms, the emergence of new sec-
tors and industrial activities together with radically new technologies
for making old things can be seen as an “autonomous expansion of
effective demand.” (Dosi, 1984, p. 95)

The historical evidence appears to support both propositions. In the
light of the present status of research in this area, any firm conclusions
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can only be regarded as problematic. On theoretical grounds, however,
it might be more plausible to surmise that, contrary to the original
“depression-trigger” hypothesis propounded by Schumpeter, basic
innovations tend to cluster around strategic turning points or the
“conjunctures” of long waves. In this sense, the Schumpeterian logic of
“creative destruction” corresponds to the downturn. However, it should
be stressed that the recovery is not automatic, nor an entirely endoge-
nous process. In this regard, an institutionalist explanation should be
identified as a possible source of these secular fluctuations.

The depression, therefore, does not act “directly” upon the innova-
tive processes; but it does act on the institutional structure, produc-
ing innovations in this sphere. These institutional changes affect
business expectations, and these act upon the uptake of the new
technology, giving rise to associated radical innovations … I would
argue that the combination of increased technological opportunities
and increased business expectations, conditioned by institutional
change, is what may induce an increase in the rate of innovation. It
is therefore not the depression which triggers innovation, but the
expectation of the boom. (Coombs, 1987, p. 386)

During the recovery phase, the principal economic agents continually
exaggerate; they expand the capacity of the capital goods sector too
much in the phase of boom and, conversely, underestimate the magni-
tude of the downturn. It is usually at this crucial turning point that a
financial crisis will emerge as the volume of investment exceeds demand
in saturated markets, or as Joan Robinson has argued, the volume of
investment tends to “overshoot” as a result of the multiplier effect of the
previous boom (Robinson, 1979).

In the absence of an internal dynamic that governs the behavior of
long waves, it should be conceded that the “cyclical” characteristics are
highly doubtful. In order to avoid these semantic ambiguities, it would
be more accurate to describe these phases as “trajectories” rather than
cycles because of the obvious lack of symmetry between troughs and
peaks. However, it cannot be denied that the crucial turning points or
“conjunctures” signify the end of one process and the beginning of
another by which a new technological basis of production is launched.
The culmination of this process is necessarily one of catharsis and
reconstruction, or to paraphrase Schumpeter, a process of “creative
destruction.” Since industrial change is rarely harmonious but moves
along a trajectory that is punctuated by sudden spurts and catastrophes,
the element of contingency cannot be ignored.

Long Cycles of Growth and Stagnation? 77



First, if innovations are the root cause of cyclical fluctuations, these
cannot be expected to form a single wave-like movement, because of
the periods of gestation and absorption of effects by the economic
system will not, in general, be equal for all of the innovations that are
undertaken at any time. There will be innovations of relatively long
span, and along with them others will be undertaken which run their
course, on the back of the wave created by the former, in shorter 
periods. This at once suggests both multiplicity of fluctuations and
the kind of interference between them that we can expect. When a
wave of long span is in its prosperity phase, it will be easier for
smaller waves – which as a rule, will correspond to less important
innovations – to rise, and as long as the underlying prosperity lasts,
there will be a cushion ready for them while, say, in the depression
phase it might be impossible for them to rise visibly at all, although
they might still assert themselves by softening that depression
through their prosperities and intensifying it through their depressions.
(Schumpeter, 1939, p. 167)

Technological revolutions hasten an increase in the productivity of
labor. Capital will be attracted to the more profitable sectors and firms.
This will be accompanied by the liquidation of the less profitable firms
and industries that are not capable of surviving the chill winds of com-
petition. Technological revolutions also give rise to drastic reductions in
the turnover of capital investment, while competition between rival
enterprises will accelerate the introduction of new technology as each
firm attempts to capture short-term “Schumpeterian” profits. The
dynamic of “creative destruction” goes beyond short-term overproduc-
tion crises and temporary gluts in the market. Instead, it is necessary to
examine the deeper forces at work that originate from long-term struc-
tural changes as the older, less competitive industries fall into decline. 
If technological revolutions are, indeed, the source of long-wave fluctua-
tions, then one should not be too mortified to discover that this primary
trajectory is rarely, if ever, a neoclassical notion of equilibrium. The ten-
dency is dominated by the inherent unevenness of capitalist accumula-
tion in which disequilibrium is always the most likely outcome.

2 Oligopoly and technical progress

Schumpeter identified innovation with the “carrying out of new combi-
nations.” This implies that innovation in the economic system involves,
to a large extent, a recombination of physical materials and innovative
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research that were previously in existence. In his earlier work,
Schumpeter stressed the importance of heroic innovations by pioneer-
ing entrepreneurs as the primary catalyst in the “gales of creative
destruction” (Schumpeter, 1939). In his later work, the emphasis shifted
to the collective work in R&D laboratories and the incremental nature of
most innovations (Schumpeter, 1942). Schumpeter recognized that in
oligopolistic firms, innovation had become bureaucratized and that
specialized research and development departments played an increas-
ingly important role in the innovative process.

Diffusion of innovations in the Schumpeterian schema, however,
came under widespread critical scrutiny. Most empirical studies demon-
strated that new products and processes are changed considerably
during the process of diffusion itself (Freeman, 1994; Lundvall, 1992;
Nelson, 1987). It was also revealed that the productivity gains associated
with diffusion vary considerably, partly because of the strong systemic
features of most innovations. Similarly, comparative international
evidence suggested that the country of origin of particular innovations
is not necessarily the one that accrues the greatest gains. In most cases,
reverse engineering and the appropriation of prototypes, patents and
other types of intellectual property provided the catalyst for successful
commercial exploitation. Indeed, much of Japan’s earlier policies of
import substitution and export-led growth had assimilated and
improved upon foreign product and process innovations.

In the course of the early postwar years, the evidence suggested 
that the rate of technical change and of economic growth generally
depended more on efficient diffusion than on pioneering radical inno-
vations (Freeman, 1995). To be sure, incremental innovations from the
production process itself, from the interface with the market and with
related firms were identified as the major source of innovative activities.
Formal R&D was still the principal source of radical innovations but it
was no longer possible to ignore the many other influences on the
process of technical change at the level of the firm and in specific indus-
tries. Finally, research on technological diffusion revealed the systemic
aspects of innovation that contributed to advances in productivity
growth. As the three major “generic” technologies (information tech-
nology, biotechnology and new raw materials technology) were diffused
throughout the world economy in the 1970s and 1980s, these systemic
aspects of innovation had acquired a greater degree of importance.

According to Rosenberg (1982), there are two means by which
technological knowledge is diffused, often described as learning curves.
Learning by doing is a form of learning that takes place at the
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manufacturing stage after the product has been designed, that is to say,
after the learning in the R&D stages have been completed. On the other
hand, learning by using generates two very different kinds of useful
knowledge, which can be designated as embodied and disembodied. In the
first case, the early experience with a new technology leads to a better
understanding of the relationship between specific design characteris-
tics and performance that permit subsequent improvements in design.
The result is an appropriate design modification or a feedback loop in the
development stage. In the second case, disembodied knowledge leads to
certain alterations that require only minor modifications in hardware
design. Prolonged experience with the hardware reveals information
about performance and operating characteristics, which over time, lead
to new practices that increase the productivity of the hardware, either
by lengthening its useful life or by reducing the operating costs.

Technological knowledge can be best conceptualized as a cumulative
process with reciprocal feedback loops between invention, innovation
and diffusion. The process of innovation is governed by the acquisition
and accumulation of knowledge. Some of this knowledge turns out to
have useful applications to productive activity. At the basic research end
of the spectrum, the learning process involves the acquisition of knowl-
edge concerning the laws of nature. Conversely, the development end of
innovation consists of searching out and discovering the optimal design
characteristics of the new product or process. An evolutionary explana-
tion of innovation is based on two distinct but related mechanisms. The
first mechanism generates economic variety and the second selects
between those varieties and changes their relative economic importance
over time (Nelson & Winter, 1982). Selection in the economic sphere
also influences the generation of variety (Saviotti & Metcalfe, 1991).

Within any “cluster of innovation,” technological advance may follow
a particular trajectory. These trajectories are governed by the prevailing
techno-economic paradigm. In terms of the taxonomy of innovations, the
following categories can be identified (Freeman & Perez, 1988):

● Incremental innovations: These occur more or less continuously in any
industry or service activity although at differing rates in different in-
dustries. They are the result of minor, discreet and incremental im-
provements by technicians, engineers and others directly engaged in
the production process or by advice and feedback from users 
(i.e. “learning by doing” and “learning by using”). Although their
cumulative effect is extremely important, no single incremental inno-
vation has any profound effects and might simply constitute a form of
tacit rather than codified knowledge.
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● Radical innovations: These are disparate and discontinuous events 
governed by systematic research and development activity. They often
involve a combined product, process and organizational innovation,
which could engender a structural change but are confined to rela-
tively small and localized effects in terms of their aggregate economic
impact. However, it is possible that a cluster of radical innovations
could give rise to new industries and services such as the synthetic
materials industry or the semiconductor industry.

● Changes of the “technology system”: These are far-reaching changes in
technology affecting several branches of the economy, as well as gen-
erating entirely new sectors. The structural changes could impinge on
the existing institutional framework or the existing modes of regulation
which spill over into major organizational and managerial innova-
tions (Boyer, 1988).

● Changes in the “techno-economic paradigm”: Often described as techno-
logical revolutions, the changes in technology systems are so perva-
sive that the entire economy is transformed. Schumpeter’s long cycles
and “creative gales of destruction” represent these recurrent techno-
economic paradigms associated with a characteristic institutional
framework that emerges after a painful and prolonged process of struc-
tural change. New paradigms impart their effects well beyond their
source of origin and provide new investment opportunities through
input/output flows and technological complementarities. Indeed, the
emergence of a new techno-economic paradigm and the diffusion of
its effects throughout the economy tend to counteract the secular 
tendency toward diminishing returns. Static and dynamic economies of
scale and scope are generated by these new technological trajectories
(Pavit, 1984).

Changes to the techno-economic paradigm will provoke correspond-
ingly radical transformations in institutions and the prevailing regime
of national regulation. Conversely, the institutional framework will
influence the introduction and diffusion of new technologies. Social
institutions can be described as sets of habits, routines, customs, laws
and norms that regulate the relations between individuals and social
groups. Institutions reduce uncertainties, coordinate the use of knowl-
edge, mediate conflicts and provide economic incentives (North, 1990).
Organizational and institutional innovations are inextricably linked
with technical innovations. Indeed, institutional change often acts as a
catalyst for technical innovation (i.e. containerization, self-service). In
this sense, rules, regulations and standardization provide coherence and
predictability in the face of diversity and instability generated by radical
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technological change (Freeman, 1995). Institutions determine these
transaction costs. Furthermore, the institutional framework will shape the
direction of the acquisition of knowledge and skills. It can be argued that
some degree of the “creative destruction” of knowledge is necessary in
order to allow the diffusion of radical innovations throughout the econ-
omy (Lundvall, 1992). The new technological trajectory might encounter
“lock-in” failures in terms of the institutional framework. Institutional
and organizational innovations are therefore inseparable from changes 
in the techno-economic paradigm.

Technical progress will generally increase the productivity of labor. In
this sense, it will induce an increase in capacity utilization and a corre-
sponding increase in aggregate profits. Innovations and their diffusion
therefore act as powerful countervailing forces and tend to mitigate the
inherent tendency toward stagnation under the conditions of oligopolis-
tic competition. Just as military spending by the state will tend to
increase aggregate profits, so too the technological spin-offs from these
investments can impart quite substantial expansionary forces in the long
run. The classical exemplars of these secular, stimulating effects can be
readily observed in the stream of commercially exploitable innovations
emanating from the military technology and research undertaken during
the Second World War and the Cold War. Prime examples would encom-
pass the earlier prototypes of the computer embodied in the deciphering
machines used to intercept and decode enemy espionage communica-
tions; the development of atomic power; advances in aeronautical design
made possible by the bombing campaigns; new raw material substitutes;
the development of automation; the invention of radar and the deploy-
ment of satellite surveillance networks; to mention only a few of 
the innovations that were nurtured by the postwar military–industrial
complex.

“Monopolistic” (or oligopolistic) firms are generally in control of
their markets and able to regulate the rate of introduction of new
technology to preserve their profit margins. Assets that would 
have been wiped out under competition are retained and serve as a
protective barrier against new competitors. What Schumpeter called
the competitive process of “creative destruction” is slowed down, and
so also is the overall rate of new investment. (Magdoff & Sweezy,
1988, p. 32)

On the other hand, it can be argued that technical progress tends to
increase the degree of monopoly because it creates “Schumpeterian”
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profits, which will be defended against new entrants in the market. By
designing the standard prototype, other firms and consumers can be
effectively “locked in” to the existing technical infrastructure. Although
technical progress tends to dampen the general level of prices in the
long run, this will be counteracted by an increase in the degree of
monopoly, which will keep prices and mark-ups higher than would
normally be the case under more competitive conditions. As a general
rule, oligopoly will not be conducive to igniting the forces of creative
destruction. Indeed, innovations might even be inhibited in order to 
preserve monopoly profits and rents.

Conclusion

Overaccumulation in the form of semi-permanent excess capacity and
recurrent financial crises are endemic under the mature stage of monop-
oly capital. This predominantly “rentier” phase of capitalist develop-
ment carries with it the seeds of its own demise as the level of
unemployment remains intolerably high and the enormous social ben-
efits derived from technical progress begin to diminish. As Schumpeter
quite succinctly observed, the very success of the earlier phases of capi-
talist evolution, embodied in vigorous competition and the creative
impulses of technological and scientific advances, eventually encounter
the barriers of the social institutions upon which the system had grown,
but which are now threatened by the very same logic of creative destruc-
tion. It would be more accurate to modify Schumpeter’s dialectic by
arguing that rather than its conservative social institutions, the monop-
oly phase of capitalism itself represents the greatest barrier to social
progress and material well-being for the greater majority of the popula-
tion. In the final analysis, to paraphrase Marx: “The real barrier to 
capitalist production is capital itself.”
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Appendix 4A Harrod’s theory of the trade cycle

Harrod constructed a dynamic theory, which elucidated the conditions by which
the economy fluctuated between boom and slump on the one hand, and between
trend and cycle on the other. The inspiration for the Harrodian model was
Keynes’s General Theory. The Keynesian theory was essentially based on the 
short term and had neglected the long-term consequences of investment and its
determination. Harrod attempted to build on the Keynesian foundations by
introducing the acceleration principle. The theory makes the critical assumption
that the capital stock is proportional to the rate of output growth.

Harrod’s analysis begins by introducing the basic growth equation:

G C � s ( 4 A . 1 )

G stands for growth and is the increment of total production in any unit period
expressed as a fraction of total production. Hence, if the steady growth path
involves an increase in output of 5 percent per annum, G would be 1/20. C (cap-
ital) is the increase in the volume of goods and services outstanding at the begin-
ning of each period divided by the increment of production in that same period.
The fraction of income saved is denoted by s. Any changes in s should be small
by comparison with changes in G.

G C � s � k ( 4 A . 2 )

where k consists of current additions to capital and is therefore the capital outlay
in long-term investment in plant and equipment.

G w C r � s ( 4 A . 3 )

Gw stands for the warranted rate of growth and expresses the conditions in which
producers will be content with the average rate of profit. Cr is the term for capital
requirements, defined as the need for new capital divided by the increment of
output to sustain the new capital requirements. Cr is therefore the required capi-
tal coefficient. It should be noted that this definition implies a steady state in that
the existing output is only required to sustain additional output. This follows
from the assumptions that (1) the capital/output ratio (v) remains constant, that 
(2) new inventions are neutral, and (3) the rate of interest is constant. Cr is a mar-
ginal notion; it is the new capital required to sustain the output that will satisfy
the demands for consumption arising out of consumers’ marginal addition to
income.

From the previous analysis, it can be surmised that the greater the G, the lower
the C. If G has a value above Gw, C will have a value below Cr. Furthermore, if 
C is less than Cr, there will be an undersupply of capital investment relative to the
growth of capital requirements. In order to establish the conditions for steady
state growth, there are two fundamental conditions:

G n C r � o r ≠ s ( 4 A . 4 )
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Gn (n for natural) denotes the rate of advance that the increase in population and
technological improvements allow. It has no direct relation with Gw. Hence, it is
necessary to consider not only the divergences of G and Gw but also those of Gw

from Gn.
Harrod argued that the warranted rate of growth could be expressed as

G w � s / v ( 4 A . 5 )

where v is denoted as the capital/output ratio and s the rate of saving. Since s
and v tend to remain constant over the long run, this gives rise to the famous
“knife-edge.” Whenever G exceeds Gw, there will be a tendency for a boom to
develop. Yet if Gn exceeds Gw, there is no reason why G should not exceed Gw for
most of the time to produce recurrent booms. In other words, if actual growth
exceeds the warranted growth rate, the increase in effective demand outstrips the
rate of investment and the rate of capacity utilization. In this case, firms will
increase their investment, which will have the effect of inducing a further rise in
effective demand via the multiplier/accelerator effect.

On the other hand, if Gw exceeds Gn, then G must lie below Gw for most of the
time, since the average value of G over a period cannot exceed that of Gn. In other
words, excess capacity is generated, which will induce firms to curtail their
investment. The fall in investment feeds into a decline in effective demand via
the multiplier effect, which causes an expansion of excess capacity. Therefore,
there is a natural tendency acting in the opposite direction toward stagnation. It
is the divergences from Gw, not the value of Gw itself, which have a critical influ-
ence in producing either a slump or a boom. If Gw is greater than Gn there will be
a tendency toward a slump. Since later neoclassical economists assumed full
employment equilibrium, this critical distinction has been ignored. Saving is
beneficial only as long as Gw is less than Gn. Increased saving therefore increases
Gw and allows a steady expansion of output. The “knife-edge” implies that steady
state growth is unstable. In order to ensure stable growth, the warranted rate of
growth (Gw) must equal s/v in the long run with fluctuations oscillating around
this ascending trend line.

The Harrodian dynamics of growth suggest two sets of problems: (1) the diver-
gence of Gw from Gn and (2) the tendency of G to diverge from Gw. While the 
former is a problem of chronic unemployment, the latter is the trade cycle 
problem. An important critical question, which has been the source of perennial
controversy, is what are the engines of growth that propel the upward trend over
the long run? The most likely explanation would be to identify the impact of
exogenous factors such as technical change. In this sense, Harrod’s distinction
between the warranted and the natural rate of growth was inspired by Keynes’s
distinction between an equilibrium level of unemployment and full-employment
equilibrium. In the long run, however, it is difficult to justify this distinction.
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Appendix 4B Classification of technical progress

Capital-intensity increasing,
when:
Qi � Qki

Capital-intensity neutral,
when:
Qi � Qki

Capital-intensity decreasing,
when:
Qi  Qki

Index
Q* � Standard rate of productivity growth
in the economy as a whole.
Qi � The rate of technical progress in the
production of commodity i.
Qki � The rate of technical progress in the
production of capital goods for commod-
ity i.
(dli(t)/dt) � The ratio of output to labor over
time in the production of commodity i.

Always physical-capital using

Physical-capital using when
Qki  Qi � Q*

Physical-capital neutral when
Qki � Qi � Q*

Physical capital-saving when
Qki � Qi � Q*

Always direct labor-saving

Direct labor-saving when
Qi � 0

Direct labor-neutral when
Qi � 0

Direct labor-using when
Qi  0 (and yet (dli(t)/dt)  0)

Source: Pasinetti (1981, p. 213).
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5
The Demise of Pax Americana

Introduction

By the early 1970s, the “golden era” of postwar prosperity and growth in
the advanced capitalist countries had come to an end. Since the 
mid-1970s most OECD countries have experienced alternating phases of
growth and stagnation, punctuated by the outbreak of episodes of severe
and debilitating financial instability. In many ways, it appeared that the
capitalist world economy had entered into another long era of laissez-
faire and globalization, reminiscent of the period preceding the First
World War. Globalization set in motion destabilizing forces, as capital
was no longer constrained by their respective national markets.

In short, the relatively stable postwar era of Keynesianism and the
international regulatory framework established under the Bretton Woods
agreements was gradually superseded by a more laissez-faire interna-
tional economic order. Both the social and public spheres were now
subjected to the commodification of the market place. Pre-Keynesian
economic doctrines – embellished by the apparent mystique of mathe-
matical and deductive techniques – soon gained the ascendancy.
Globalization and neoliberalism reinforced each other; the constant
mantra was that there was simply no other alternative. After the collapse
of the Soviet Union, this mantra assumed even greater currency.

With the onset of global stagnation and crisis, interimperialist rivalry
had intensified between the three major capitalist blocs in the US, the
European Union and Japan/East Asia. After the collapse of the Bretton
Woods fixed exchange rate system, the US authorities pursued a policy
of “benign neglect” and allowed the dollar to depreciate. By doing so, it
was assumed that US international competitiveness could be restored.
Successive dollar depreciations, however, had generated phases of quite



severe financial instability in international financial markets as the
holders of dollar-denominated assets and overseas claims on dollar-
denominated debts were confronted by enormous losses. The privileges
bestowed by seigniorage meant that the US authorities could use the dol-
lar as a powerful weapon against their rivals.

After the election of the Reagan administration in 1981, however, a
strong dollar policy was pursued to attract a net inflow of capital and by
doing so, to reconstitute US global financial hegemony. A strong dollar
policy was pursued by aggressive interest rate hikes and by the deregula-
tion and liberalization of capital markets, which attracted an enormous
inflow of highly mobile, short-term capital. At the same time, aggregate
profits could be increased through fiscal expansion, driven by a massive
increase in military expenditure. This was achieved on an ideological
level by the escalation of a “new” Cold War with the deployment of
cruise missiles and the introduction of the Strategic Defense Initiative
(SDI) or the Star Wars programme. This strategy to reestablish US global
hegemony soon encountered its limits with the crash of the dollar after
the Plaza accords of 1985, which culminated in the stock market crashes
of 1987 and 1989. These seminal events led to the prolonged crisis in
Japan as the bubble economy burst in the early 1990s and also to the
renewed attempts by the Europeans to establish monetary union. In the
meantime, the Third World debt crisis threatened the very foundations
of the international financial system.

1 The crisis of overaccumulation

Quite contrary to the nostrums of neoliberal ideology, it will be argued
that in the absence of countervailing forces, the normal state under the
conditions of oligopolistic competition is economic stagnation. In other
words, the “golden era” of postwar prosperity and full employment was
the exception rather than the rule. The very existence of a socialist alter-
native made it absolutely imperative that capitalism should be reformed
and made to work for the greater good. It was in this context that a new
class compromise was forged between capital and labor. Hence, the
enormous appeal of Keynesianism. The welfare state, full employment
and collective bargaining were the major pillars of this new consensus.
Furthermore, it was precisely this institutional framework that provided
a certain degree of coherence and stability to the postwar phase of
growth. The breakdown of what the French regulationist school refers to
as the “Fordist” model of accumulation, gave rise to a new finance-led
regime in which “shareholder value” and the demands of finance capital
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now acquired a more potent political expression with the rise of mon-
etarist orthodoxy and the capture of central banks to the doctrine of
“sound” money. As a result of these new realignments of political/class
forces – driven by the imperatives of globalization and propagated by
neoliberal ideology – the foundations of the postwar Keynesian consen-
sus were ultimately destroyed. In this sense, capitalism had simply
reverted to its normal, historical logic of recurrent booms and busts.
Capitalist accumulation was now, more than ever, motivated by the pri-
macy of the profit motive above all other social considerations. The pro-
found difference, however, was embodied in the infinitely greater
historical preeminence of oligopoly and monopoly, a scenario that even
Marx could not have foreseen.

Under the conditions of monopoly capital, a rising economic surplus
was generated but could not be sustained because the rate of accumula-
tion tended to exceed the capacity of effective demand to absorb this
growing surplus. Overcapacity and a profits squeeze intensified the
struggle between labor and capital over the distribution of income.
Unlike the classical Marxian formulation, however, it was not the
upward pressure of wages during the boom that caused a profitability cri-
sis but the problem of the realization of surplus value into profit. It should
be conceded that Marx had not entirely extricated himself from the clas-
sical theory of wages. Since the publication of Keynes’s General Theory,
the issue of effective demand has assumed center stage. An increase in
wages will not necessarily induce a fall in profitability as long as invest-
ment (and capitalist consumption) remains relatively high. Thus a fall in
wages does not automatically lead to a higher rate of profit, unless it is
preceded by an increase in investment. Investment is therefore the inde-
pendent variable and wages constitute the dependent variable. In
Marxian terminology, surplus value must not only be “produced” but
also “realized.” The crisis of overaccumulation can be conceptualized in
terms of the problem of realizing an increasing proportion of surplus
value. These crises become even more endemic under the conditions of
monopoly capital. Consequently – in the absence of spontaneous, coun-
tervailing expansionary forces (i.e. technical innovation, the expansion
of new markets), an increase in government spending and/or an increase
in the trade surplus – the natural tendency is economic stagnation.

As long as the national income rises at a constant rate, or a declining
one, the capital stock should also rise at a constant rate, or even at 
a declining rate, to assure full utilization. But a continuous rise in
national income involves a rise in surplus value, and a fortiori a rise 
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in the rate of investment. Now a rise in the rate of investment, of
course, implies that the capital will not grow in a linear fashion, but
at an increasing rate, which clearly cannot be reconciled with the
requirement of full utilization. The argument shows that a discrep-
ancy between consumption and the production capacity must neces-
sarily arise, a discrepancy, which most probably shows itself in
under-utilization of capacity. (Steindl, 1976, p. 244)

It would be reasonable to contend that the expansionary forces,
which had propelled and sustained the long postwar boom, began to
diminish and had exhausted themselves by the early 1970s. The pent-up
demand during the war and the phase of postwar reconstruction set in
train an expansionary impetus characterized by the dynamic logic of cir-
cular and cumulative causation as increases in investment and produc-
tive capacity generated higher levels of income, employment and
effective demand. This virtuous circle, however, began to encounter the
problems of excess capacity and overaccumulation in the late 1960s.
Furthermore, the introduction and diffusion of innovations and tech-
nologies were gradually absorbed and assimilated, which led to a general
slowdown in the rate of productivity growth. Toward the end of the long
boom, labor shortages emerged in most OECD countries, which had
the effect of accelerating the rate of substitution of labor by capital.
However, the falling output/capital ratio imparted a depressive impulse
on the level of profits. The profitability crisis curtailed investment in
new plant and equipment quite abruptly as the underutilization of
capacity reached crisis proportions. It was in this environment that the
struggle between capital and labor was waged over the distribution of
the national income. In this Kaleckian drama, the “captains of industry”
could not tolerate a loss of discipline in the factories. Their innate class
consciousness instinctively compelled them to oppose full employment
policies even though rising unemployment would inevitably have a
negative effect on the level of effective demand and ultimately, on the
level of aggregate profits.

Table 5.1 summarizes the profit shares in the advanced capitalist
countries (ACCs) between 1960 and 1973.

Between 1968 and 1973 the share of profits in business output fell by
about 15 percent. All of the blocs experienced the squeeze, though
with varying intensity. In Europe the profit share fell in the early six-
ties and again in the early seventies. A sharp decline began in the US
after 1966. In Japan, profitability plummeted after 1970. Although
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the squeeze on profits occurred during very different time periods,
the falls were quite similar: profit shares declined around 75 percent
of peak levels almost everywhere. 1969 marks the onset of decline for
the ACCs as a whole because that is the first year in which a rising
share in Japan no longer outweighed declines elsewhere. (Armstrong
et al., 1984, p. 246).

The inability of oligopolistic capital to curtail wages growth in order to
shift the burden of adjustment onto labor by decreasing prime costs 
was the outcome of the increased bargaining power and militancy of 
organized labor to resist an erosion in their living standards. Under the
conditions of oligopoly, therefore, profit margins were defended by
increasing prices, which in turn, set off a self-perpetuating series of
wage–price spirals. At the same time, most governments had been pur-
suing traditional Keynesian policies to preserve high levels of employ-
ment in order to get reelected. In terms of the classical political business
cycle, most governments incurred budget deficits and accommodated
the expansion of credit by pursuing relatively loose monetary policies.
The end result was a vicious spiral of inflation, accompanied paradoxi-
cally, by a sharp slowdown in the rate of economic growth, or what was
to become known as the phenomenon of stagflation. Table 5.2 illus-
trates this slowdown in the rate of growth in the ACCs in the years 1973
to 1982, compared to the high growth era of 1960–73.

By the early 1970s, the historic compromise between capital and labor
based on Keynesian full employment policies, the welfare state and
other forms of corporatism and state regulation, was beginning to disin-
tegrate and revert to earlier prewar forms of class conflict. Sooner or
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Table 5.1 Profit shares, 1960–73 (%)

ACC USA Europe Japan

Business
Peak year 23.5a 22.5b 25.4c 36.1d

1973 19.9 16.7 19.5 28.1
1973/peak year 0.85 0.74 0.77 0.78

Manufacturing
Peak year 23.7a 22.8b 25.9c 40.7d

1973 20.6 17.8 17.9 32.9
1973/peak year 0.87 0.787 0.69 0.81

a 1968, b 1966, c 1960, d 1970.

Source: Armstrong et al. (1984, p. 257).



later, all of the leading capitalist countries entered a long period of stag-
nation characterized by increasing levels of unemployment and the
onset of global overcapacity. The automatic stabilizers performed by the
existence of a substantial state sector and the expansion of public and
private debt ultimately prevented the emergence of a depressive spiral
reminiscent of the Great Depression. Yet it can be argued that the hyper-
expansion of credit during this era of stagnation could eventually prove
to be the harbinger of even more chronic levels of excess capacity with
the possible onset of a phase of debt deflation.

The emergence of stagflation witnessed a radical political transforma-
tion as the postwar Keynesian consensus disintegrated. From the early
1980s onward, orthodox monetarist policies gained the ascendancy in
most advanced capitalist countries. Anti-inflationary strategies became
the norm with the imposition of tight fiscal and monetary policies,
accompanied by financial deregulation, privatization of public assets
and a push to deregulate labor markets. Neoliberals argued that the
purgative forces induced by competition would achieve efficiency gains.
At the same time, the role of the state in economic life should be 
curtailed to allow the market to allocate resources and prevent the
“crowding out” of private investment.

This was the “revenge of the rentiers” after the depredations of the
1970s. Since that time the rhetoric of the macroeconomic debate has
focused almost entirely on financial issues, such as the need to cure
inflation, the need to balance the government budget, the need to
maintain the value of the exchange rate, and so on. In a very real
sense, however, the ultimate purpose behind the “conservative” 
prescriptions in all of these issues is to maintain and increase the real
rate of return to financial capital. (Smithin, 1996, p. 5)

In retrospect, it is evident that these policies merely accentuated the
stagnationist tendencies and hastened a succession of policy-induced
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Table 5.2 The growth slowdown, 1960–90 (average annual % growth
ratios of GDP)

1960–73 1973–79 1979–90 1979–82 1982–90

USA 4.0 2.4 2.6 �0.1 3.6
Europe 4.8 2.6 2.3 0.9 2.8
Japan 9.6 3.6 4.1 3.5 4.3
OECD 4.9 2.7 2.7 0.9 3.4

Source: OECD Main Economic Indicators, 1992.



recessions. The social costs of containing inflationary forces proved to
be quite severe, especially in terms of unemployment and the loss of
potential output. It is also clear that the recoveries from these policy-
induced recessions have not been the result of spontaneous market
forces but by a political reversal of the original policy objectives. If 
monetarism had been pursued to its logical extreme, it is more than
plausible to contend that an economic depression might have been
inadvertently engineered. Yet neoliberalism was never pursued in its
purest form in the more advanced capitalist countries because of the
political backlash it would have provoked. On the other hand, neo-
liberal economic fundamentalism could be imposed on poorer Third
World countries by the Wall Street–IMF–US Treasury complex with quite
disastrous social consequences.

Quite apart from the economic rationality and efficacy of neoliberal-
ism, the policies of “sound money” tend to benefit financial and rentier
interests rather than industrial capital and the working class. Hence,
over the past two decades, a finance-led regime of accumulation has
superseded the former “Fordist” model based on the national impera-
tives of full employment and corporatist forms of regulation and state
intervention. Indeed, the policies of financial deregulation have acted as
the deus ex machina in unleashing the forces of globalization. However,
the accumulation of “fictitious capital” merely represents an unproduc-
tive form of expenditure and will only postpone and temporarily miti-
gate these stagnationist tendencies. As a means of exchange value,
money simply represents a valid claim on the flow of goods and services
produced by the real economy. Divorced from the productive circuits of
capital, the accumulation of money capital signifies a deepening crisis in
the realization of surplus value.

2 The demise of the Bretton Woods accords

A system of fixed exchange rates such as the Bretton Woods system,
with some latitude for independent macroeconomic policies, is
incompatible with freedom of capital movement because capital
flows could undermine both fixed exchange rates and independent
macroeconomic policies. A system of fixed exchange rates and inde-
pendent macroeconomic policies promotes economic stability and
enables a government to deal simultaneously with domestic unem-
ployment. However, such a system sacrifices freedom of capital move-
ment, one of the most important goals of international capitalism.
(Gilpin, 2000, p. 123)
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The United States emerged as the principal creditor nation after the
Second World War. Its status as the reserve currency nation and “central
banker” for the international payments system was established with the
signing of the Bretton Woods agreements in 1947 which created a fixed,
though flexible exchange rate system based on gold/dollar convertibil-
ity. Free trade and multilateralism formed the basis of the American
vision of the postwar economic order. The whole tenor of this neoliberal
strategy asserted itself in the economic doctrines, which informed the
institutions and economic agreements of Pax Americana; from the IMF
Charter, the GATT agreements and most notably in the gold/dollar
monetary and exchange rate system.

The expansion of US direct investment abroad was governed by the
preeminent role performed by the dollar as the international means of
payments and as the principal reserve currency, which provided a coher-
ent vehicle by which the profits of American corporations could be
converted and reinvested in global capital markets. Furthermore, as a
result of an overvalued US dollar, American corporations could purchase
foreign assets more cheaply and could take advantage of relatively lower
foreign wages. The security and stability of the gold/dollar regime not
only provided a favorable environment for long-term investment but
also allowed American firms to borrow on more attractive terms in inter-
national capital markets. The preeminent international status of the dol-
lar therefore promoted the expansion of US direct investment abroad
(Gilpin, 1975). The Bretton Woods system also promoted the expansion
of international trade. In the course of the postwar era, trade had
increased from 7 to 21 percent of total world income. The value of world
trade has also grown from $US57 billion in 1947 to over $US60 trillion
in the 1990s (Gilpin, 2000, p. 20). For over two decades since its incep-
tion, the system provided a relatively stable and coherent mechanism in
the settlement of international payments and the regulation of interna-
tional liquidity.

In stark contrast to the dollar shortage of the early postwar years, the
US dollar had flooded world markets by the late 1960s. This enormous
expansion of international liquidity was accentuated by the permissive
financing of the Vietnam War as the US Treasury resorted to the printing
press and US governments incurred successive budget deficits (Block,
1977). It was the emergence of US balance of payments deficits,
however, which ultimately caused a loss of confidence in the US dollar
as an international reserve currency and as a means of payments. This
flight from the dollar led to a serious drain on US gold reserves, which
shrank from an estimated $23 billion in 1950 to about $12 billion in
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1967. At the same time, official and private foreign dollar holdings
increased from $15.1 billion in 1957 to $31.5 billion in 1968 (Gilpin,
1979, pp. 369–70). The culmination of the gold drain and the loss 
of confidence in the US dollar induced an unprecedented rise in the
demand and market price for gold, which eventually destroyed gold/
dollar convertibility. As long as it had fostered the expansion of interna-
tional trade, foreign economic agents had accepted seigniorage of the
dollar. Seigniorage can be defined as the financial gains accrued to a
country that issues an international currency. This can take the form of
acquiring foreign assets through a depreciating currency or the gains
associated with an inflationary policy, which transfers resources from
both residents and nonresidents who possess US dollars to the US gov-
ernment which issues the money. In its strictest definition, seigniorage
refers to the ability of a reserve currency nation to perform the role of
world central banker (Triffin, 1961).

Under the fixed exchange rate system, only one country can set its
monetary and exchange rate policies independently of all other coun-
tries. In the monetary literature this is defined as the nth country para-
dox. If one assumes that a group of countries are governed by a fixed
exchange rate regime, only country n is theoretically able to fix its
exchange rate in relation to countries n�1. The nth country therefore
performs an anchor role or reference point in an asymmetrical system to
which all of the other countries are compelled to align themselves.
Under the former Bretton Woods system, the US economy performed
this dominant anchor role (Moon, 1982).

The US economy was therefore capable of exporting capital by accu-
mulating short-term current account deficits since, unlike the rest of the
capitalist world, it was relatively unencumbered by the external balance
of payments constraint. Similarly, American financial markets could
borrow in the short term in order to lend in the long term. Yet the cohe-
sion and stability of the fixed exchange rate system were ultimately
dependent on the ability and willingness of the US authorities to act as
a world central banker. As soon as their liabilities in the issuing of US
dollars were no longer regarded as “good as gold,” the “solvency” of the
US monetary authorities in their role as world bankers was imperiled
(Guerrieri & Padoan, 1986).

In short, the success of the system was too highly dependent upon 
the capacity and willingness of the US monetary authorities to 
perform the role of world central banker. With the collapse of the fixed
exchange rate system based on gold/dollar convertibility, international
confidence in the dollar evaporated which hastened an international

The Demise of Pax Americana 97



exchange rate crisis. The relative decline of American industrial produc-
tivity and international competitiveness contributed to the erosion of
its role as reserve currency nation. Close analogies with the demise of
the gold standard under the aegis of Pax Britannica can be drawn. Just as
the decline of Britain’s relative economic power had hastened the disso-
lution of the gold standard, so too the relative decline of US economic
power undermined its role as international central banker under the
Bretton Woods system.

Between 1950 and 1971, US productivity growth had fallen behind
the European Economic Community (EEC) by 35 percent and Japan by
as much as 60 percent. During the same period, average annual produc-
tivity growth in the US was estimated at only 1.7 percent, compared to
4.5 percent in the EEC and 10.6 percent in Japan (Kaldor, 1978, p. 67).
After the demise of the Bretton Woods system, successive US govern-
ments adhered to a policy of “benign neglect” which allowed the 
dollar to progressively devalue (Parboni, 1981). In other words, succes-
sive dollar devaluations contributed to the restoration of US interna-
tional competitiveness. Dollar devaluations, however, tended to impart
inflationary impulses transmitted through the expansion of interna-
tional liquidity.

Despite the demise of the fixed exchange rate regime, the US dollar
continued to perform the role of international means of payments and
reserve currency. Indeed, the US was no longer constrained by its obli-
gations to accumulate trade surpluses in order to defend gold/dollar
convertibility. It was now possible for the US monetary authorities to
pursue reflationary policies and dollar devaluations in order to restore
their international competitiveness (Parboni, 1981). The relatively small
tradable sector of the US economy as measured as a share of GDP,
implied that successive devaluations of the dollar were more inflation-
ary overseas than within the domestic economy. In this sense, the US
economy was capable of “exporting” inflation through an increase in
international liquidity. Its major industrial rivals were more vulnerable
to the inflationary consequences of US expansionary policies. In
Western Europe, these policies had an adverse impact in terms of the
inflationary effects and the exchange rate instability generated by spec-
ulative financial flows. As the dollar crisis deepened, exchange rate
volatility in Europe threatened further progress toward closer economic
union. The dollar crisis thus spurred European leaders to construct a
zone of monetary stability across the Atlantic (Kruse, 1980).

The exponential growth of the private Eurodollar market was the most
visible manifestation of this unregulated expansion of international 
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liquidity and credit creation. After the demise of the gold/dollar regime,
demand for liquidity increased as both international firms and central
banks resorted to the Eurodollar market as a source of credit. The origins
of this market can be traced back to the Kennedy administration in
which the Federal Reserve Bank had imposed limits on interest rates 
to deposits within the domestic economy (Kindleberger, 1984, p. 445).
With the restoration of currency convertibility in 1958, financial institu-
tions in Europe could purchase US bonds and securities and engage in
foreign exchange transactions. Since investors could earn a higher rate of
return by transferring their funds from the US to the Eurodollar market,
the growth of the latter was set in motion.

The magnitude of this flight of capital was reflected in the expansion
of US banks operating abroad; by 1972 there were 107 banks with total
assets exceeding $80 billion. Two years later, this figure had increased to
an estimated $140 billion or equivalent to one-fifth of the value of the
US national product (Mayer, 1974, p. 437). Most of the transactions of
the Eurodollar market occurred in the London branches of US banks,
which would issue “certificates of deposits” against the payment of their
dollar liabilities in the US. Since US banks retained possession of dollars
deposited abroad, the growth of lending in US dollars by international
financial agents generated a multiplier effect and increased the volume
of international liquidity. The Eurodollar market therefore acted as 
a catalyst in the expansion of international liquidity and contributed to
the inflationary upsurge of the 1970s. Consequently, the entire pyramid
of credit was no longer governed by the regime of regulation based on
gold/dollar convertibility. A more laissez-faire system had emerged
based on what many commentators described as the “paper dollar” 
standard (Triffin, 1987).

Despite the demise of the Bretton Woods system, the US balance of
payments and domestic US interest rates continued to act as the unoffi-
cial pivot by which international liquidity was likely to behave. A rise 
in US interest rates relative to average international rates was more 
than likely to have a contractionary effect on international liquidity.
Conversely, a relative fall in US interest rates would impart an expan-
sionary impetus to international liquidity. This inverse relationship
depends quite critically on the continuation of the strategic role per-
formed by the US dollar in international trade and payments. In the
absence of the regulatory function performed by a fixed exchange 
rate regime, both private and public debts have become increasingly
monetized. In short, the expansion of international liquidity has
mirrored the growth of American international indebtedness.
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The cessation of gold/dollar convertibility did not necessarily imply
the demise of the strategic international role of the dollar. Indeed, the
expansion of international liquidity had more than quadrupled in the
decade after the collapse of the Bretton Woods system (Triffin, 1978). US
trade deficits were no longer financed by the depletion of US reserves
but by the acceptance of central banks of US treasury bonds and debts in
the form of international reserves. These international reserves had
more than doubled between 1970 and 1972 alone (Triffin, 1978, p. 53).
The US dollar continued to reign supreme as the world’s foremost
reserve currency, as the principal intervention currency by central banks
and as the major numeraire in international transactions. The emer-
gence of this free market system, however, bred speculation, exchange
rate volatility and interstate rivalry over markets and investment
outlets. A relatively stable hegemonic regime was replaced by an oligop-
olistic system driven by competition and rivalry between the US, Japan
and the EEC.

After all attempts to stabilize gold prices had failed, a two-tiered
system emerged in which the official price of gold was preserved at $35
per ounce between central banks but the market price was allowed to
fluctuate. This system merely bred further speculation. In the meantime,
multilateral negotiations had been convened by the Group of Ten indus-
trial countries, to devise a new means of issuing international reserves.
An agreement was reached to create Special Drawing Rights (SDRs)
issued by the International Monetary Fund and managed jointly by the
Group of Ten (Spero, 1977, p. 48). However, these proposals ultimately
failed to prevent the collapse of the international monetary system.

The Group of Ten were eventually able to reach a tentative accord
in their negotiating stance during the Smithsonian Agreements in
December 1971. The outcome of these negotiations involved the official
renunciation of gold/dollar convertibility and the unilateral devaluation
of the US dollar by 9 percent. The Group of Ten also agreed to a modi-
fied version of fixed exchange rates, which would allow managed,
adjustable parities. Parity bands would be increased from the Bretton
Woods margin of 1.5 percent to 2.25 percent in order to ease speculative
propensities. At the same time, confidence in the dollar had not been
restored as the US current account deficit exceeded $US10 billion in
early 1973. After a series of meetings between the Finance Ministers of
the Group of Ten, the US dollar was devalued by 10 percent in February
1973. The second dollar devaluation signaled the demise of the
Smithsonian accords and the international postwar system of fixed
exchange rates.
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The US economy was no longer encumbered by the problem of gener-
ating a current account surplus with which to finance its capital account
deficit. The US trade and budget deficits could be financed by the issuing
of bonds and securities, which would be purchased by the rest of the
world. In other words, US interest rates would act as the sole means of
regulating international liquidity, while market forces would govern
exchange rates. American policy-makers could now pursue an unfettered
strategy of restoring their international export competitiveness through
successive dollar devaluations (Parboni, 1981, pp. 89–90). The dollar cri-
sis therefore not only imparted an inflationary impulse which had forced
governments throughout the OECD to impose quite severe deflationary
policies, but successive dollar devaluations also threatened to erode the
competitiveness of America’s major rivals in Europe and Japan.

3 The dollar and its rivals

The US dollar had been subjected to chronic instability in the course of
1977. The prospect of a prolonged deficit in the US current account and
the inability of the government to dampen inflationary forces had has-
tened a renewed dollar crisis. In response to the slide in the US dollar,
the Carter administration was persuaded to abandon their policy of
“benign neglect” and actively pursued a more interventionist strategy.
With the onset of recession in the late 1970s, the Americans pro-
pounded the “locomotive theory” in which they attempted to persuade
the major surplus countries of Japan and Germany to pump prime their
economies, arguing that a concerted fiscal stimulus would redress the
widening trade imbalances and generate a sustained recovery.

Both the German and Japanese authorities, however, were quite 
reluctant to pursue more expansionary policies because of the inflation-
ary risks involved. In 1977 and 1978, the US economy experienced 
a current account deficit of $15.2 billion and $13.2 billion respectively.
At the same time, official claims on the US Treasury increased by around
$35 billion and $32 billion respectively (Thygessen, 1981, p. 502). In
other words, the US Treasury was forced to replenish its reserves by bor-
rowings in foreign capital markets. Table 5.3 illustrates these growing
trade imbalances between the three major capitalist economies.

Carter’s neo-Keynesianism was soon replaced by a more orthodox
monetarist strategy with the Presidential victory of Reagan in 1981 and
the ascendancy of Paul Volcker as the incumbent Governor of the
Federal Reserve Board. With the onset of the second oil price shocks in
1979, the OECD countries were forced to enact restrictive fiscal and
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monetary policies, which had the effect of dampening the level of effec-
tive demand and contributed to the international recession of 1980–82.
At the same time, a strong dollar policy was adopted by the Reagan
administration. US nominal interest rates also rose sharply, attracting a
considerable inflow of capital.

However, the fall in oil prices after the recession and the rapid expan-
sion of the US economy provided an engine of growth for the OECD
countries as a whole. In retrospect, the contradictory US strategy of tight
monetary policies accompanied by expansionary fiscal policies, which
were partly driven by increased military expenditure, could not be
sustained as long as the US continued to accumulate a trade deficit.
The relative strength of the dollar was not induced by a substantial
improvement in the American trade deficit, nor by a recovery of its
industrial export competitiveness. Instead, the massive inflow of capital
was governed almost entirely by the inducement of high nominal inter-
est rates. Figure 5.1 illustrates short- and long-term interest rate trends
between 1975 and 1985 in the United States.

The strong dollar policy in the first term of the Reagan administration
generated two contradictory outcomes. Although the strong dollar and
high nominal interest rates contributed to a curtailment of domestic
inflation, it also had a negative impact on US export competitiveness,
which was reflected in the deterioration of the balance of payments. The
US trade deficit had increased from an average of $US27 billion in
1978–80 to $US148 billion in 1985, while the current account deficit
deteriorated from $US4 billion to about $US128 billion over the same
period (Parboni, 1986). By March 1985, the dollar was estimated to have
appreciated by more than 30 percent on a trade-weighted average since
the beginning of 1981.

102 Monopoly Capitalism in Crisis

Table 5.3 (1) Balance of trade and (2) current account
for the US, Germany and Japan, 1977–80 ($US billions)

1977 1978 1979 1980

USA (1) �30.9 �33.8 �29.5 �25.0
(2) �15.2 �13.5 �0.3 0.1

Germany (1) 19.3 15.5 17.7 10.0
(2) 4.3 8.9 �5.8 �15.5

Japan (1) 17.3 24.6 1.8 0
(2) 10.9 16.5 �8.6 �10.8

Source: OECD Main Economic Indicators, 1982.



International pressure began to mount for a series of sustained dollar
depreciations, especially after the realization that the US economy had
become a net debtor for the first time since the turn of the century. This
was accompanied by a growing protectionist sentiment in the US
Congress. The Reagan administration could either succumb to these
protectionist demands or divert them through dollar depreciations. In
the light of these events, a more interventionist policy emerged in con-
trast to the prevailing neoliberal paradigm that had informed US
exchange rate policies. During their second term, the Reagan adminis-
tration pursued a strategy not too dissimilar to that of the Carter years
by attempting to persuade Germany and Japan to adopt more expan-
sionary policies.

Predictably enough, the German and Japanese governments were
reluctant to accommodate these demands. With the breakdown of
macroeconomic policy coordination between the major industrial coun-
tries (the G-5), the central bankers of these countries launched a series of
concerted interventions in order to avert a crash landing of the US dol-
lar. An estimated $US12 billion was mobilized in March 1985 to engi-
neer a soft landing. Within a year, the dollar had depreciated by 35
percent on a trade-weighted average; the dollar/mark rate had fallen
from 3.47 to 2.25 and its yen value from 260 to 175. After the Plaza
accords of September 1985, another concerted central bank intervention
was orchestrated to counter the mounting speculation in global
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Figure 5.1 United States: interest rates, 1975–85 (percentage, pa)

Source: OECD Main Economic Indicators, 1999.
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currency markets. The failure of Germany and Japan to stimulate their
economies as the US had requested during the Plaza summit only
provoked US officials to “talk down” the dollar in what soon developed
into a dangerous game of monetary brinkmanship (Funabashi, 1986).
Although this American strategy eventually persuaded the Japanese to
pursue a more expansionary policy after the stock market crash of
October 1987, the German authorities remained intransigent.

Quite simply, German exports were not as dependent on the US
domestic market as those of Japan. Whereas only about 10 percent of
German exports were destined for the American market, the EEC had
accounted for about a third of total German exports. Consequently, the
maintenance of a stable exchange rate regime in Europe, embodied by
the European Monetary System (EMS), represented the primary German
concern and had informed their negotiating stance during the Plaza and
Louvre summit meetings. As the dollar rapidly fell from 1985 onwards,
a vicious circle developed with the onset of interstate rivalries over 
markets and investment outlets (Parboni, 1986). It was in this volatile
environment that international summits were convened to engineer 
a “soft landing” of the US dollar and to coordinate macroeconomic 
policies. The ultimate failure of these summits to resolve the basic core
of the problem – US deficits and dollar instability – hastened widespread
financial panic in world financial markets which culminated in the
stock market crashes of 1987 and 1989.

When Reagan entered the White House in 1981 the federal budget
deficit stood at $74 billion and the total national debt at $1 trillion.
By 1991 the budget deficit had quadrupled to more than $300 billion
a year and the national debt had quadrupled to nearly $4 trillion. As
a result, in 1992 net federal interest payments amounted to $195 bil-
lion a year and represented 15 percent of the total budget, up from
$17 billion and 7 percent in 1973. (Arrighi, 1994, p. 317)

4 Third World debt and delusion

It was in the wake of the oil price shocks and the severe international
recession of the early 1980s that Third World and Eastern European debt
reached truly critical levels and threatened some of the largest banks in
the world. The nonoil-producing less developed countries (LDCs) had to
pay $US260 billion more for oil imports, between 1974 and 1982 as a
result of the OPEC price rises, which accounted for over half of the total
indebtedness of these countries (Cline, 1986, p. 19). When viewed in
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terms of other related commodity price indices, oil prices had surged
ahead by a factor of six (Strange, 1986, p. 19). With the onset of reces-
sion, the terms of trade of these nonoil-producing LDCs and Eastern
Europe had collapsed. In order to finance their respective balance of
payments deficits, most of these countries resorted to foreign borrow-
ings made possible, in many cases, by the infusion of funds from
petrodollar recycling. However, as soon as their external indebtedness
increased, international interest rates also rose quite sharply. The condi-
tions were therefore established for the emergence of a severe debt crisis.

Despite the collapse of nonoil commodity prices, international banks
continued to increase their lending to LDCs. The average debt-servicing
ratio (ratio of interest and principal payments to export income)
increased from 17.4 percent in 1980 to 24.4 percent in 1982 (Korner 
et al., 1986, p. 8). Since most loans were denominated in US dollars,
their plight was further exacerbated by the sharp rise in the US dollar in
the early 1980s. A crucial aspect of this mounting Third World indebt-
edness was the role performed by the London Inter-Bank Offer Rate
(LIBOR), which was deployed by international banks as the official
benchmark in the determination of interest repayments. The LIBOR was
based on the rate offered by the Eurocurrency market but the US prime
rate continued to act as the official anchor. By adopting a variable rate
in the negotiation of loan agreements, banks sought to avoid the risk
involved. The borrowers effectively incurred the risk premium.

The floating interest rate system adopted in Eurocurrency lending
meant that it was the borrowers’ liability which immediately
increased if there was a tightening of credit in world capital markets,
so that the burden of servicing became heavier just as new borrowing
became more difficult and more expensive. (Strange, 1986, p. 49)

Between 1972 and 1981, the LIBOR rose relentlessly, from about 
5.5 percent to around 17 percent. With each single-digit rise in the rate
of interest, the debt service burden of the Third World increased by over
$US4 billion (Wood, 1985, p. 20). In the meantime, the share of world
trade by these countries fell sharply, while the terms of trade were 
estimated to have declined by 16 percent between 1978 and 1983.

While the LDCs held 28 per cent of world trade in 1980, by 1986 their
share had dropped to 19 per cent. The developed countries increased
their trade share from 63 per cent to 70 per cent during the same
period. In 1980 the rich countries bought 29 per cent of their imports
from the poor ones and 66 percent from each other. In 1986 they
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bought only 19 per cent of their imports from Third World countries
and 77 per cent from each other. (George, 1988, p. 73)

Despite this visible deterioration of the balance of payments, terms of
trade and economic growth of the nonoil-producing LDCs, interna-
tional banks continued to increase their lending. This lending binge was
fuelled to a large extent by the explosive growth of the Eurodollar mar-
ket, which in turn had absorbed the rising OPEC surpluses made possi-
ble by the oil price shocks of 1978–79. Total gross lending to the
nonoil-producing LDCs had increased from $US190.8 billion in 1975 to
$US612.4 billion in 1982 (Table 5.4).

Needless to say, this situation became increasingly untenable. The
severe recession of the early 1980s caused a curtailment in LDC exports
as commodity prices collapsed. This was accompanied by rising interest
rates and an increase in oil prices. All of these events conspired to 
hasten the Third World debt crisis of the 1980s. It was the Mexican debt
moratorium in late 1982, which became the catalyst that galvanized an
international rescue operation. Between 1981 and 1983, there were four
major rescue operations in Mexico, Brazil, Argentina and Yugoslavia.
The ultimate trigger came from Mexico; it was the declaration that the
government would suspend further payments on their debt that set in
train an immediate response from the US Federal Reserve. Mexico was
encumbered by more than $US80 billion in total debts, which translated
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Table 5.4 Indicators of external debt in the nonoil LDCs, 1975–82 (billions of
$US and percentages)

1975 1976 1977 1978 1979 1980 1981 1982

External debt, 190.8 228.0 278.5 336.3 396.9 474.0 550.0 612.4
total

External debt, 163.5 194.9 235.9 286.6 338.1 388.5 452.8 499.6
long-term

Debt/exports 122.4 125.5 126.4 130.2 119.2 121.9 124.9 143.3
(%)

Debt service/ 16.1 15.3 15.4 19.0 19.0 17.6 20.4 23.9
exports (%)a

Debt/GDP (%) 23.8 25.7 27.4 28.5 27.5 27.6 31.0 23.7
Oil as a % of 13.3 15.6 15.1 13.9 16.2 20.4 21.0 19.0
importsb

Note: Exports of goods and services: a includes interest but not amortization on short-term
debt; b net oil importers only.

Source: IMF World Economic Outlook, 1982, 1983.



into an exposure by US banks that threatened to bring down the very
structure of the US banking system. For instance, the nine largest banks
had 44 percent of their total capital exposed in Mexico alone. To declare
that these loans were “nonperforming” would have been tantamount to
a declaration of bankruptcy; a scenario which would have sparked off a
global financial panic. As is often the case in these dire circumstances,
the only resort was to plead for state support. The architect of the rescue
operation was Paul Volcker who had no real ideological scruples – in the
light of his rhetorical adherence to the virtues of neoliberalism – than 
to mobilize over a billion American dollars in short-term credit and a
similar amount in prepayment for Mexican crude oil, in a desperate bid
to avert a global financial meltdown. The rescue operation was soon
supported by the central banks of the major Western countries through
the Bank for International Settlements (BIS), who designated the IMF as
the sole arbiter in preserving the interests of the international banks.
Over the next few years, similar rescue operations were orchestrated
with the Brazilian and Argentinean authorities to broker a deal which
would rescue Western banks from their own duplicity.

In Mexico, all public debt due in 1982 after August and through 1984
was rescheduled. This amount reached approximately $US20 b, much
of which was short-term debt. In Argentina, arrears on short and
long-term debt had reached $US2.8 b by early 1983, and all public
debt in arrears as well as that due in 1983 was rescheduled. In Brazil,
only the public long-term debt due in 1983 was rescheduled, because
Brazil made an extreme effort to distance itself from being classed as
a standard rescheduling case – for fear of injury to its credit standing
in the longer run. (Cline, 1983, p. 43)

The real burden of these IMF “structural adjustment” programs was
imposed on the ordinary workers and peasants of Latin America in the
form of economic austerity, the cutback of state expenditure on social
programs and food subsidies and an assault on real wages. This allowed
the oligarchs of Latin America to continue to service their debts. Per
capita income declined in real terms throughout the 1980s as a perva-
sive economic depression gripped the continent.

And so, the countries of the Third World pay, come what may. The
poorer they become, and the more they owe, the more they pay. The
logic of the Shylocks of the world market is implacable: a dollar costs
a pound of flesh. Between 1980 and 1983, per capita income fell by
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6.6 per cent in the Third World as a whole. It fell by one third in
western Asia, by 10 per cent in Africa and Latin America, but in East
Asia it rose by 10 per cent. (Liepietz, 1987, p. 174)

The emergence of what many authors described as “Faustian” finance
gave rise to an entirely new form of neocolonialism, driven by the
imperatives of the Wall Street–IMF–US Treasury complex, which increas-
ingly exported and imposed its harsh version of neoliberalism (Gowan,
1999). After the Mexican fiasco, banks doubtless became more reluctant
to roll over existing loans, let alone extend further loans. In order to
prevent the very real possibility of a global financial meltdown, further
interventions by the IMF and the central banks of the industrial coun-
tries were hastily undertaken. In late 1982, the Group of Ten industrial
countries agreed to inject more funds into the IMF statutory reserves,
from $US62 billion to $US93 billion (New York Times, 14/12/1982). The
emergency fund of the IMF was also increased from $US6 billion to
$US19 billion (Cline, 1983, pp. 105–6).

By October 1985, a blueprint for reform was proposed with the release
of the Baker Plan. The debtor countries were forced to implement “struc-
tural reforms,” which was the official euphemism for the imposition of
neoliberal policies. Further private loans would be conditional on the
progress of implementing these “reforms.” In order to avert further
defaults, the Baker Plan would provide an additional $US20 billion over
three years, which would be augmented by official multilateral funds
from the World Bank and the Inter-American Development Bank. The
private banks themselves escaped any obligation or responsibility for
the financial malaise, while most of the burden was placed entirely on
the shoulders of the debtor countries. The losses faced by the banks were
simply written off. In a frank admission to the New York Times in 1983,
Paul Volcker stated:

Bankers say there is no likelihood that the total amount of credit
extended to developing countries will ever be repaid, anymore than
there is a chance that the US government will ever retire its $US1.1 tril-
lion debt, or that the total $US1.1 trillion in home mortgages out-
standing in the US will ever be paid off. As old loans are retired, new
ones will be extended. (New York Times, 9/7/1983)

The role of the IMF as the world’s financial policeman was expanded
considerably in the wake of the Third World debt crisis. Its power to
impose and preside over neoliberal policies was extended throughout
the Third World. Indeed, the IMF not only acted in close concert with

108 Monopoly Capitalism in Crisis



and on the behalf of international finance, but also became a powerful
leverage for US foreign policy objectives. In an influential report to 
the Reagan administration, entitled US Participation in the Multilateral
Development Banks in the 1980s, the IMF–World Bank network was recast
in terms of a strategic extension of US foreign policy (Washington Post,
7/8/1983). The legacy of the Third World debt crisis still resonates after
two decades and has left a trail of human and social devastation in its
aftermath.

5 A tripolar world system?

In the study of international political economy, the concept of “hege-
mony” has acquired a strategic meaning. Whether implicitly or explic-
itly, the term applies to one country or a group of nation-states, which
form a dominant power bloc within a definite hierarchy of nation-
states. In the “world system” literature this configuration is viewed as a
zero-sum game between the dominant core, satellite and peripheral
states (Wallerstein, 1976; Arrighi, 1978). A tripolar system of Japan, the
European Community and the United States has emerged as the domi-
nant, core group of states. The demise of the postwar system of Pax
Americana could witness the emergence of trading blocs and exclusive
currency zones gravitating around these hegemonic core regions. This
redivision of the world market was accompanied by the disintegration
of the Soviet bloc in 1989. One of the most important agents of this
process of globalization and rationalization is the multinational corpo-
ration (MNC). As the modern bearer of the process of economic concen-
tration and centralization, the MNC is a powerful agency through 
which uneven development is fostered. According to one of the seminal
studies by the late Stephen Hymer,

Through its propensity to nestle everywhere, settle everywhere and
establish connections everywhere, the multinational corporation
destroys the possibility of national seclusion and self-sufficiency and
creates a universal interdependence. But the multinational corpora-
tion is still a private institution with a partial outlook and represents
only an imperfect solution to the problem of international co-
operation. It creates hierarchy rather than equality and spreads its
benefits unequally. (Hymer, 1975, p. 60)

The emergence of the MNC has circumvented traditional state mer-
cantilist policies as intra-MNC trade has increased its share of the total
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volume of world trade. Similarly, the export of capital in the form of for-
eign direct investment (FDI) has increasingly superseded traditional
trade flows through the export of goods and services. By 1994, for
instance, intrafirm trade between US parent firms and their transplants
abroad had accounted for between one-third and two-fifths of total US
imported goods and services (Gilpin, 2000, p. 169). Transnational cor-
porations have demanded the abolition of state regulations and trade
barriers, which impede the movement of capital and trade across
national borders. At the same time, it can be argued that instead of con-
stituting an institutional obstacle to the globalization of capital, the
modern state has facilitated this process. This is reflected in the ascen-
dancy of the neoliberal paradigm in which the nation-state has provided
a framework for the rise of the “informal empire of free enterprise”
(Arrighi, 1978). A powerful trade-off has therefore developed between
the imperatives of national macroeconomic stability, on the one hand,
and the maintenance of an external balance, on the other hand. This
external constraint has eroded traditional Keynesian countercyclical
policies. The postwar trend toward the growing globalization of capital
has had profound consequences for the existing hierarchy of nation-
states and interstate economic relations. In other words, how will the
nation-state adapt and respond to the overwhelming demands of inter-
national capital? Indeed, will the nation-state continue to survive in its
present form?

Despite the increased propensity toward the globalization of produc-
tion, MNCs still require the traditional state functions to defend and
legitimize property rights and provide a coherent regulatory framework.
In other words, MNCs not only demand the dismantling of national
barriers to the free movement of capital and technology, but also the
conditions of social and political stability. However, the neoliberal
strategies favored by MNCs inevitably erode national sovereignty and
impose external constraints on the ability of national governments to
pursue economic policies, which promote employment and social cohe-
sion. The problem of “territorial non-coincidence” will ultimately assert
itself. The rise of monopoly capital in the late nineteenth century coin-
cided with the ascendancy of nationalism and interimperialist rivalry.
Yet the demise of the nation-state over the past three decades as a sphere
of accumulation through the development of a domestic market (i.e.
“Fordism”) has not been replaced and superseded by supranational
forms of capitalist expansion and regulation. The present phase of glob-
alization represents a shift in the capitalist mode of accumulation from
a predominantly national-based, “Fordist” model to a post-Fordist

110 Monopoly Capitalism in Crisis



regime in which capital accumulation is increasingly governed by the
imperatives of international finance.

In the Communist Manifesto, Karl Marx and Engels were two of the first
philosophers to foresee the momentous changes unleashed by the emer-
gence of a global market:

Constant revolutionising of production, uninterrupted disturbance
of social conditions, everlasting uncertainty and agitation … all fixed,
fast frozen relations, with their train of ancient and venerable preju-
dices and opinions, are swept away. All new-formed ones become
antiquated before they can ossify. All that is solid melts into air. . . . 
The need for a constantly expanding market for its products chases
the bourgeoisie over the whole surface of the globe. It must nestle
everywhere, settle everywhere, establish connections everywhere.
(Marx & Engels, 1998, pp. 38–9)

The greatest divide is between the developed “North” and the underde-
veloped “South.” Although some countries – most notably East Asia –
have successfully integrated into the global economy, most of the 
poorest countries have been excluded. This is reflected in international
trade and investment flows. For instance, between 1850 and 1950 trade
between North and South was about 30 percent of world trade but by
the early 1980s the figure was below 20 percent. Investment flows 
followed a similar pattern with the corresponding decline from 50 to 
20 percent. If present trends continue, the share of global trade by the
South will be only 4 percent by the year 2020. This means that more
than 40 percent of the world’s population could be excluded from the
benefits of trade (Mann, 2001). In other words, globalization has
become synonymous with “northernization.”

After the collapse of the Soviet Union, American global hegemony
became unrivalled. The 1990s can be described as the era of American
triumphalism. The collapse of the Soviet Union heralded the end of the
Cold War. This seminal event has sparked a heated controversy over the
assertion by American academic, Francis Fukuyama, that the fall of
socialism represents the “end of history.” By the term, “the end of his-
tory,” Fukuyama means that the enlightenment ideals of liberal democ-
racy constitute the “end point of mankind’s ideological evolution” and
the “final form of human government.” The liberal revolution over rival
ideologies such as hereditary monarchy, fascism and communism will
eventually triumph throughout the world. Fukuyama supports his the-
sis by highlighting the evidence that the number of democratic regimes
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has grown substantially over the past three decades and that liberal
democracy will eventually encompass most of the world’s population.
By implication, Fukuyama also subscribes to the superiority of the 
market and neoliberalism as the “natural” order in economic life.

Many critics argued that Fukuyama had tapped into the wellsprings of
American triumphalism, which became a raging whirlpool in the course
of the 1990s economic boom. In this sense, Fukuyama was portrayed as
a leading apologist of globalization and Americanization. The more
recent debates over globalization and corporatism suggest that rather
than the “end of history,” history is about to be reinvented. At the very
hegemonic core of the process of globalization is the role performed by
US military power, which has been deployed as a “world policeman” in
order to invoke United Nations resolutions. Indeed, the US now spends
as much on defense as the next 12 countries combined. Despite this
enormous military power, the rise of ethnic and religious nationalism
represents the most difficult and protracted conflicts that the “new
world order” has to contend with.

Although the forces of globalization have undermined national
sovereignty, the nation-state continues to act as the basic form of polit-
ical organization and representation. However, globalization will tend
to reinforce the process of regionalism and supranationalism, embodied
in the emergence of the European Union and trade blocs such as ASEAN
and NAFTA. The dynamics of globalization will intensify competitive
forces and hasten the rationalization and concentration of economic
power. It is precisely this dialectic between globalization, on the one
hand, and regionalism, on the other hand, that constitutes the rational-
izing dynamic in the formation of regional trading and currency 
blocs. The objective historical conditions by which these economic
blocs evolve will determine whether they assume either an exclusive/
protectionist form that excludes outsiders or a more open and liberal
arrangement that complements the existing multilateral system.

Economic regionalism has become a means to increase the interna-
tional competitiveness of firms within the regions. Various forms 
of trade agreements (customs unions, free trade areas and single
markets) to some extent provide such advantages of free trade as
economies of scale in production while at the same time denying
these advantages to outsiders unless they invest in the internal
market and meet membership country demands for technological
transfers and job creation. Regionalism also facilitates pooling of
economic resources and formation of regional corporate alliances;
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therefore it has become an important strategy used by groups of
states to increase their economic and political power. (Gilpin, 2000,
p. 337)

The liberalization of trade and investment has fostered the emergence
of a new international division of labor, in which production in each
country or region has become more specialized. This new hierarchy is
beginning to emerge as MNCs restructure and rationalize their opera-
tions in order to take advantage of greater economies of scale across
national borders. An organizational logic is also at work involving a
high degree of centralization in the decision-making process. There is a
growing tendency to concentrate their key operational bases and
research and development facilities in the more advanced economic
regions and relegate their less skilled, assembly operations in the less
developed regions. Uneven development is thus not only the natural
consequence of capitalist accumulation, but also acquires an internal
corporate dynamic of integration, which implies a highly centralized
structure of control and organization. Yet at the same time, the purga-
tive forces generated by this neoliberal strategy will merely accentuate
the process of uneven development. As the rate of concentration and
centralization of capital gains even greater momentum, whole indus-
tries and regions might no longer be competitive in global markets. The
whole vortex of uneven development therefore asserts itself both from
within and from without these economic blocs through the agency of
the multinational corporation.

Conclusion

In the early postwar years, the Americans had laid the foundations for a
more liberal international economic architecture under the aegis of Pax
Americana. The institutions of the IMF/World Bank and the GATT agree-
ments enshrined this new order, while the US dollar would perform the
international role of reserve currency and a means of payments under
the postwar Bretton Woods accords. It was in this liberal international
environment, which ultimately provided the necessary conditions for
the postwar phase of growth. However, as the long boom came to an end
in the early 1970s, the onset of a profitability crisis in the advanced cap-
italist countries and the emergence of chronic global overcapacity
undermined the relatively stable system of Pax Americana.

The demise of Pax Americana hastened an era of hegemonic crisis in
which the capitalist world economy gravitated toward a tripolar system
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of competing blocs with the formation of European Union and the
launching of the single currency. Meanwhile, the rise of East Asia
created the other major sphere of capital accumulation. In order to
restore their international export competitiveness, the US authorities
pursued successive dollar depreciations and exploited their interna-
tional privileges of seigniorage. In effect, the US had written off a consid-
erable proportion in the overseas value of their debt at the expense of
their major rivals, most notably Japan, which had denominated most of
their foreign exchange reserves in US dollars (Brett, 1985, p. 117).
However, between 1980 and 1985, the Reagan administration pursued a
strong dollar policy to attract an inflow of capital, which had disastrous
consequences for the global economy. The precipitous fall of the US dol-
lar after the Plaza accords of 1985 induced a severe international finan-
cial crisis and led directly to the stock market crashes of 1987 and 1989.
The era of stagnation and crisis was inextricably entwined with
the demise of US economic and financial hegemony and the ever more
desperate and unilateralist attempts by US monopoly capital to
recapture markets and investment outlets. As a result, international
finance and the volatile dollar have become the most vulnerable and
unstable aspects of the global capitalist economy.
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6
The Onset of “Eurosclerosis”

Introduction

The end of the long boom coincided with the demise of the postwar
Bretton Woods system of fixed exchange rates. With the onset of the
dollar crisis in 1968–73, the international financial markets were thrown
into turmoil. The relatively stable hegemonic system of Pax Americana
was gradually replaced by an oligopolistic system of competing centers
of capitalist accumulation based in the US, Europe and later from
Japan/East Asia. The struggle over markets, investment outlets and
access to strategic raw materials between the three major capitalist blocs
has characterized the entire era of stagnation from the mid-1970s to the
present.

Economic rivalry with Europe was triggered by the onset of the dollar
crisis and the unprecedented outflow of US direct investment during the
1960s. At the same time, the demise of the postwar system of fixed
exchange rates had provoked a series of exchange rate crises, which
threatened to undermine the international postwar system of Pax
Americana. International exchange rate volatility continued unabated
after the formal abandonment of the Bretton Woods system in 1973. It
was now possible for the US monetary authorities to pursue a policy of
“benign neglect” and allow the dollar to progressively depreciate. By
doing so, the US economy could recover its loss of export competitive-
ness in international markets. This strategy, however, generated wide-
spread financial volatility and provoked exchange rate crises in world
markets, which ultimately threatened to sabotage the process of
European integration.

The European Community responded by attempting to construct a
zone of monetary stability with the ill-fated fixed exchange rate regime



of the “snake in the tunnel.” The first experiment toward European
monetary union, however, was short-lived and eventually failed.
Indeed, the neoliberal path to the single currency in Europe over the
past 30 years has left an indelible legacy of stagnation and high rates of
unemployment, or what many economists refer to as the onset of
“Eurosclerosis.” With the demise of Pax Americana, the international
economic order therefore evolved into a tripolar system of competing
blocs centered in the United States, Europe and Japan/East Asia. In
short, does the demise of Pax Americana herald the disintegration of
trade liberalization and multilateralism and the rise of competing
regional economic blocs?

1 European Monetary Union: the first experiment

The gulf between the European Economic Community (EEC) and the
United States widened in the wake of the dollar crisis, the onset of
the severe recession of 1972–75 and the oil price shocks. It was in this
volatile environment of exchange rate instability, an inflationary
upsurge and the outbreak of financial speculation that hastened
European attempts to establish a zone of monetary stability. The postwar
international payments system under the Bretton Woods system had fur-
nished a high degree of exchange rate stability. As the American econ-
omy expanded, it provided an engine of growth and an expanding
export market for the OECD countries. In only 18 months between 1967
and 1968, however, the international economy was thrown into turmoil
by three major exchange rate crises: the liquidation of the pound/sterling
regime in November 1967, the dollar crisis of March 1968 and the spec-
ulative attack on the French franc and German mark in November 1968.
At the very epicenter of this financial meltdown was the demise of
the fixed exchange rate system based on gold/dollar convertibility. The
failure to manage the crisis provided the political rationale for the
Europeans to devise their own fixed exchange rate system.

Convened by the European Heads of State, The Hague Summit in
December 1969 established a Committee, chaired by Pierre Werner of
Luxembourg, to formulate a strategy for European Monetary Union
(EMU). Released in October 1970, the Werner Report recommended that
monetary union should be accomplished over a ten-year time frame
involving three progressive stages. In its final form, monetary union
would exhibit: (1) a single currency achieved through the elimination of
margins of fluctuation and the irrevocable fixing of exchange rates,
(2) the pooling of national reserves and the creation of a federal system

116 Monopoly Capitalism in Crisis



of central banks, and (3) the centralization of economic policies under
the auspices of supranational institutions attached to the European
Parliament and the Commission. Economic and monetary union would
thus prefigure political federation.

Most of the earlier debates over monetary union were informed by the
theories of optimal currency areas (OCAs). The seminal theory of OCAs
has been attributed to the analysis formulated by R.A. Mundell (1961).
The theory is based on a simple two-country/region model. It is assumed
that countries A and B possess separate national currencies which
operate under a fixed exchange rate regime and that both are in a state
of balance of payments equilibrium and full employment. If a shift in
demand occurs from country B to country A, then B will experience
unemployment and A will tend to experience an increase in inflation.
Insofar as prices are allowed to rise in country A, the shift in the terms of
trade will enable country B to adjust through an exchange rate devalua-
tion and by doing so, avoid incurring the main burden of adjustment in
terms of employment and output.

However, if country A pursues an anti-inflationary policy, the whole
burden of adjustment will be borne by country B which will tend to
experience a higher level of unemployment and a fall in output.
Mundell’s argument in this regard is quite pertinent to the role per-
formed by Germany under a fixed exchange rate regime in Europe. Since
Germany constitutes the principal surplus country, the willingness of the
German monetary authorities to reflate and provide an increase in
demand for the Community as a whole will play a pivotal role. In the
event of a supply shock or a recession, the behavior of the Bundesbank
will be critical in terms of which countries incur the greatest burden
of structural adjustment. It was precisely the problem of structural adjust-
ment, which had informed debates in Europe over the issue of monetary
union. In other words, if an OCA were to be established, which countries
or regions would experience the greatest burden of structural adjust-
ment? Would the greatest burden of adjustment be imposed upon the
deficit countries, or would the surplus countries provide the necessary
liquidity and agree to reflate? This problem was never fully resolved until
the introduction of the European Monetary System in the 1980s.

Before the official abandonment of the Bretton Woods agreements in
1972–73, the Community found itself disunited and unable to formulate
a common approach to the impact of exchange rate volatility and the
speculative flights of capital. These discordant and disparate responses
to the dollar crisis merely increased the scope for speculation. The Six
were eventually able to reach a tentative accord in their negotiating
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stance during the Smithsonian Agreements in December 1971 (Spero,
1977). During the Paris Summit convened by the Heads of Government
in February 1972, it was agreed to foster exchange rate cohesion between
Community Member States by implementing the Smithsonian parities.
Quite clearly, the magnitude of these exchange rate divergences was too
high and threatened to sabotage further progress towards economic
union. The Basle Agreement by the Community central banks in March
1972 reduced intra-EEC exchange rate fluctuations to 2.25 percent, which
was equivalent to the central dollar margin. It was from this agreement
that the “snake in the tunnel” was born. The parameters of the “tunnel”
were set at 4.5 percent, while the “snake” was confined to a margin of
2.25 percent within the “tunnel.” The six original members of the cur-
rency bloc were soon accompanied by Ireland, the UK, Denmark and
Norway (Tsoukalis, 1977).

Despite the Smithsonian accords, further speculative waves engulfed
international currency markets in February–March and June–July, 1972.
In June a speculative attack was launched against the British pound in
the wake of the worsening UK balance of payments. The premature exit
of the pound, after only three months, had exposed the institutional
weakness and limited resources devoted to defend the fixed parity
regime. Encouraged by the capitulation of the European monetary
authorities, speculators now targeted the Italian lira, which eventually
forced the Italian authorities to exit the “snake-in-the tunnel.”

However, the singularly most important event, which overshadowed
all attempts to foster exchange rate cohesion, occurred with the sudden
quadrupling of oil prices by the OPEC cartel in mid-1973. The oil price
shocks coincided with the onset of the most severe international
recession since the Second World War. Although it did not cause the
recession, the oil crisis accentuated its severity. A net transfer of about
2 percent of income from the OECD countries to the OPEC cartel was
estimated to have occurred as a result. The most visible impact of these
oil price shocks, however, was experienced in the deterioration of the
balance of payments of the most oil-dependent countries and the subse-
quent adjustments required to offset the inflationary cost-push effects.

Quite severe deflationary policies were imposed which had an adverse
effect on employment. Within the Community, the oil price shocks had
intensified existing tensions between high inflation, deficit countries
and the low inflation, surplus countries. The oil price shocks therefore
acted as a profound catalyst in revealing the conflicting economic poli-
cies and diverging trends within the Community. Given these divergent
economic trends, further progress toward monetary union was postponed.
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The French government in late 1973 eventually delivered the coup de
grâce to the EMU experiment. The onset of a balance of payments crisis
set in motion a speculative attack on the franc, which forced the French
authorities to withdraw from the EMU. Consequently, the EMU experi-
ment had become nothing more than an exclusive deutsche mark zone.
Conceived in an environment of extreme exchange rate volatility after
the collapse of the Bretton Woods system, the “snake in the tunnel”
lacked both the financial resources and the political cohesion to defend
intra-Community exchange rate parities.

2 The neoliberal ascendancy in Europe

The neoliberal ascendancy in Europe was reflected in a general shift to
political right within the European Community during the 1980s,
regardless of the ideological persuasion of the respective political parties
in power. This was most evident in France after the abandonment of
“Keynesianism in one country” by the socialist government in 1983.
Similarly, the Spanish socialists pursued free market policies after their
election in 1981. Given this political configuration, the Thatcher gov-
ernment in the UK found it quite opportunistic to support the single
market proposals despite opposition to institutional and procedural
reforms embodied by the principle of majority voting in the Council of
Ministers and the European Social Charter. The governments in power
in the northern industrial “core” countries of France, Germany and the
UK therefore dominated the politics of the Community. This favorable
political configuration made it possible for a recasting of the European
bargain toward a neoliberal direction (Grahl & Teague, 1989).

The crisis of overcapacity and economic stagnation had exposed the
limits of prevailing national strategies, which had been governed by the
“social market” policies of both the Christian Democrats and Social
Democratic coalitions. Even before the official ratification of the Single
European Act (SEA), European big business had been mobilizing support
in the European Commission to adopt a neoliberal solution to the lack
of economic dynamism and growth. These demands coalesced in the
Roundtable of European Industrialists, an organization represented by
Europe’s most powerful corporations, including Philips, Siemens,
Olivetti, Fiat, GEC, Daimler Benz, Volvo, ASEA, Bosch and Ciba-Geigy.
An elite alliance soon emerged between transnational business interests
and the European Commission, which culminated in the election of
Delors to the Presidency of the Commission in early 1985 (Moravcsik,
1991).
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The process of interstate bargaining over the proposals of the SEA was
launched during the European Council Summit at Fontainebleau in June
1984. From this Summit, the Doogue Committee was established and the
final SEA White Paper entitled “The Completion of the Internal Market”
was presented to the Council at the Luxembourg Summit in March 1985
(George, 1991, p. 160). A few months later in Brussels, the Council agreed
to a timetable for the 279 proposals to be implemented by December
1992. By the end of the year, the SEA was officially ratified by the Council
and signed by the 12 member states in February 1986. The legislation
eventually came into legal force in July 1987 after referenda were held in
Denmark and Ireland (Tsoukalis, 1993, p. 61). The SEA defines the single
market as “an area without internal barriers in which the free movement
of goods, persons, services and capital is ensured” (Article 8a).

The SEA was also accompanied by a set of policy-led initiatives, which
would encompass a European “organized space” between the nation-
state and the global market. In other words, Europe would become the
organizing center of a regional regulatory bloc to counter the destabiliz-
ing forces of globalization (Ross, 1992, p. 62). The basic theoretical con-
tention was that market liberalization would generate an increase in the
level of productive investment and induce the process of economic
restructuring. Moreover, market liberalization would ostensibly foster a
rapid upsurge in the rate of corporate mergers and promote greater
economies of scale and increased returns to scale as oligopolistic firms
integrated their operations across national borders. The whole strategy
hinged on the dismantling of national forms of capitalist regulation and
state support for “national champions.” The fatal flaw of the neoliberal
programme, however, was the absence of corresponding regimes of reg-
ulation on the supranational level. This was especially evident in the rel-
atively minor role performed by the EC budget as a redistributive
mechanism and the very limited development of coherent Community
state structures and apparatuses.

The Single Market Programme also reflected dramatic changes in
international geopolitical alignments. With the relative demise of the
postwar system of Pax Americana, the single market emerged as a
regional organizing center of the emergent tripolar system of economic
blocs. This redivision of the world market coincided with the disintegra-
tion of the Soviet bloc. As a result of these dramatic post-Cold War
realignments, the Community’s international relations have been trans-
formed beyond recognition. In contrast to its former role as a strategic
bulwark against the Soviet Union, the Community became the new
focus or “center” toward which the newly emergent capitalist countries
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of Eastern Europe gravitated. After the collapse of the Soviet bloc in
1989, the US defense umbrella of NATO had lost its raison d’être. A more
independent defense/foreign policy was now possible.

After German reunification, support for closer European cooperation
was perceived as a necessary corollary in order to assimilate the former East
German socialist state. At the same time, the prospect of potential export
markets and investment in Eastern Europe had rekindled Germany’s tradi-
tional economic dominance of this region (Spaulding, 1991). In this
sense, the former socialist countries could now emerge as possible can-
didates for EC membership. The existing EC-12 have thus evolved as the
core of a system of concentric circles with the former European Free
Trade Agreement (EFTA) countries and the former socialist countries
gravitating as satellite states around this “core.” The EFTA countries
have signed agreements to establish a European Economic Area, which
requires them to adhere to EC rules and procedures even though formal
membership is still in its transitional phase. At the Edinburgh European
Council in December 1992 it was agreed to proceed with enlargement
negotiations with Austria, Norway and Sweden (Artis & Lee, 1994, 
p. 29). The former socialist countries, on the other hand, have negoti-
ated association agreements with the Community in 1991 (Ross, 1992).
These were designed to align Eastern Europe with the Community’s eco-
nomic and institutional procedures and norms.

In May 1989 the Commission produced the first draft of a Social
Charter as part of the Internal Market Programme, which had identified
three main areas in the creation of a European “social space”: (1) a char-
ter of social rights, (2) statutory obligations for workers’ participation in
management and (3) fostering a dialogue between capital and labor on
a European level (Tsoukalis, 1993, p. 156). This progressive vision
encountered hostile British Tory opposition. The eventual outcome wit-
nessed an unprecedented scenario in which the other 11 member states
signed a separate social protocol at the Strasbourg Summit in December
1989. The Social Charter formed the basis of the Social Chapter of the
Maastricht Treaty signed in December 1991 and ratified by all of the
member states, with the exception of Britain, in 1993. Under Article 118
of this Treaty, the Community can legislate by a qualified majority vote
on issues of health and safety, employment conditions and equal
employment opportunity principles. Unanimity, however, is required
for legislation covering worker participation, social security and the
social protection of workers (Tsoukalis, 1993, p. 172).

European trade unions, represented by the European Trade Union
Confederation (ETUC), had quite legitimate reservations about the
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social consequences of the neoliberal strategy. Their greatest concern
was the possible emergence of “social dumping” in the event of the
removal of barriers on intra-European investment and competition.
There was an explicit danger that firms would exploit lower wages and
working conditions in the less developed regions in order to undermine
established wages, conditions and fundamental labor rights in the
Community as a whole. It was in this context that the first draft of the
Social Charter had sought to harmonize wages and social security provi-
sions across the EC. Confronted by hostile British opposition, however,
the proposals were diluted and became a mere statement of intent,
devoid of any real legislative imperatives (George, 1991, p. 207).

As a result of British opposition, the Social Charter was largely sym-
bolic. Articles 100a and 118a of the SEA enshrine legislation to improve
and harmonize national standards of health and safety, environmental
laws and consumer protection. The need to compensate those regions
and social groups that would be adversely affected by economic restruc-
turing was enshrined in Articles 130a and 130b of the SEA, which com-
mits the EC to strengthen social cohesion through the regional and
structural funds, including the Social Fund. Beyond these measures, it is
evident that neoliberal ideology has prevailed by confining the social
dimension of the Internal Market Programme to the issues of labor
mobility and minimal regulation on a European level. The final draft of
the Social Charter was devoid of any legal force and had become
nothing more than an act of symbolism.

3 The European Monetary System: 1979–87

The renewed dollar crisis of 1978 provided a catalyst to launch a second
experiment toward European monetary union in March 1979. The
American policy of “benign neglect” had allowed the dollar to slide,
which in turn, generated a renewed phase of international volatility in
financial and currency markets. The obvious threat posed by these 
realignments convinced the newly elected Social Democratic govern-
ment of Chancellor Schmidt that a new fixed exchange rate regime was
required within the Community. This became even more evident after
the failure of German–US measures to stabilize the dollar. With the
recent election of President Giscard d’Estaing of France, Schmidt had
found an accommodating ally in reviving the EMU project.

The European Council in Brussels finally adopted the legal and insti-
tutional structure of the European Monetary System (EMS) on December
1978. The Greek and British representatives chose to postpone their
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membership of the EMS. The EMS was, like its predecessor, essentially a
Franco-German initiative. A similar logic governed the new accord:
while the French sought German support for their exchange rate which
had come under renewed speculative attack, Germany demanded sup-
port for closer coordination of national economic policies. Although the
political rationale in relaunching the EMU project was paramount, the
underlying economic conditions were also favorable. Between 1978 and
1982 there appeared overwhelming evidence of a convergence of critical
economic indicators after the tensions generated by the oil price shocks.

Both the critical mass of the German economy and its close trading
relations with other EU countries placed it in a unique position to
impose its economic preferences on the final blueprint for monetary
union. In this sense, the EMS can be portrayed as a hierarchical regime
with Germany at the very apex. The problem of asymmetry was thus
closely related to Germany’s strategic trade relations within the EMS.

To mix a metaphor: Germany is at the heart of the European econ-
omy, while all the other economies are peripheral. Economically,
Europe may be defined as a German zone. This zone includes all
countries that send a significant share of their exports (15 percent or
more) to Germany and at least half of their total exports to the
German economic zone, including Germany itself. Germany in turn
sends half of its exports to the periphery of its economic zone, but no
individual country absorbs more than 5–6 per cent of its exports (except
Holland and France, each of which account for almost 10 per cent of
German exports). This configuration of trade makes economic rela-
tions asymmetrical. (Parboni, 1981, p. 91)

Rather than sharing the burden of adjustment, the main burden was
imposed on the weaker, deficit countries. The Bundesbank preserved its
staunch independence, while Germany was able to pursue relatively
autonomous monetary policies within the EMS but was constrained by
its relationship with the US dollar and US monetary policies. In short,
the dollar/DM relationship ultimately dictated intra-EMS exchange rate
alignments. The continued volatility of the dollar and the inflationary
consequences of US domestic policies impelled the EMS countries to peg
their currencies to the German mark. As a result, German interest rates
acted as the unofficial anchor or benchmark within the EMS as Figure 6.1
demonstrates. While the German monetary authorities were able to
determine their exchange rate policies through interest rate adjust-
ments, the deficit countries of France and Italy increasingly resorted to
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the imposition of exchange rate and capital controls. These empirical
observations of the internal dynamics of the EMS support the proposi-
tion that there was an inherent asymmetry with Germany acting as the
de facto nth country and providing an exchange rate anchor for the sys-
tem as a whole.

The problem of asymmetry, however, is not in itself a major obstacle
to the maintenance of exchange rate stability. The real problem lies with
the role performed by the nth country. Under the fixed but adjustable
exchange rate system of Bretton Woods, the nth country – the United
States – provided an expansionary impetus for the system as a whole,
while the US financial system was willing and structurally capable of
financing the export of capital. By incurring successive current account
deficits, the American financial system was acting as a financial inter-
mediary by borrowing in the short term in order to lend in the long
term. In stark contrast, the German economy had imparted a deflation-
ary tendency within the EMS and its financial sector was unwilling to
act as a financial intermediary for the system as a whole. These con-
straints have been the product of the DM/dollar relationship and the
German structural propensity to accumulate trade surpluses.

The inherently anti-Keynesian stance of the Bundesbank enshrined
the objective of price stability as the cornerstone of German macroeco-
nomic policy. By doing so, however, a disinflationary impulse was trans-
mitted throughout the EMS zone (Guerrieri et al., 1989). While the
German authorities pursued a trade-off between economic growth and
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Figure 6.1 Short-term interest rates in the EMS, 1975–98 (three months, % per
annum)

Source: OECD Main Economic Indicators, 1998.



low inflation in order to promote monetary stability, the other deficit
member countries were forced to trade off economic growth and
exchange rate stability (Ferri, 1990, p. 6). Consequently, most of the
EMS countries adopted a “strong currency” option by aligning them-
selves with the anti-inflationary strategy of the Bundesbank. Although
this strategy had fostered greater exchange rate cohesion and discipline
within the EMS, evident by the gradual convergence of national infla-
tion rates, the ultimate cost had been the legacy of relatively low levels
of economic growth and high rates of cyclical unemployment.

Disinflationary policies thus contributed to the onset of “Eurosclerosis”
during the 1980s (Boltho, 1993). By 1986, the average unemployment
rate in the Community had increased from 4.7 percent in 1975–80 to
around 11 percent. On the other hand, the rate of inflation had fallen
from an average of 12 percent to 3.7 percent over the same period
(Guerrieri, 1989, p. 2). In order to counteract an appreciating exchange
rate in relation to markets outside the Community, the German authori-
ties pursued a rigorous anti-inflationary strategy, which offset any 
short-term loss of export competitiveness caused by a rise in the nominal
exchange rate. In order to maintain their dominant share of these mar-
kets, intra-Community exchange rate cohesion was necessary.

The EMS had thus provided a relatively stable monetary zone to
which a significant share of their exports was destined, while fortifying
the German economy from the destabilizing impact of a volatile US dol-
lar. At the same time, the threat of competition from Germany’s
European trade rivals was effectively countered through the Exchange
Rate Mechanism (ERM), which prevented sudden, sharp devaluations of
intra-ERM exchange rates. The basic contradiction between growing
German trade surpluses and the trade deficits of France and Italy, how-
ever, threatened the cohesion and stability of the EMS. Germany’s trade
surplus with its EMS partners increased more than fourfold between
1979 and 1988. At the same time, France’s trade deficit increased more
than threefold (Table 6.1).

The refusal of the German authorities to stimulate the level of effective
demand imparted a disinflationary impulse in the EMS zone (Holland,
1983). The cumulative process of competitive disinflation therefore char-
acterized the dynamics of the European economy in the 1980s (Fitoussi,
1993). The survival of the EMS inevitably depended upon the ability of
member countries to coordinate their macroeconomic policies and to
pursue a convergence of national inflation rates. Germany’s low inflation
provided an anchor for the other ERM countries while its domestic
savings had financed investment in the deficit countries. Conversely, the
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nominal appreciation of the German mark had increased Germany’s
purchasing power over European assets. During the 1970s, this virtuous
circle was based on the configuration of low growth and disinflation in
Germany, on the one hand, and high growth and rampant inflation in
France and Italy, on the other hand. Consequently, Italy and France
became more dependent on German investment. The continuation of
this virtuous circle could only be sustained if the deficit countries
continued to accommodate German investment. In order to do so,
however, the deficit countries were required to make a downward adjust-
ment of their respective exchange rates.

During the 1980s, membership of the ERM had imposed limits on this
exchange rate adjustment. The emphasis was now placed on internal
adjustment through a programme of disinflation. By independently tar-
geting its monetary growth, Germany established the inflationary thresh-
old to which its ERM partners aligned themselves. Average inflation in the
EMS fell from about 11 percent in 1980 to around 2 percent in 1986, while
the differentials between the highest and lowest national inflation rates
had narrowed from 16 percent to about 6 percent (Padua-Schioppa, 1988,
p. 371) (Figure 6.2). With the signing of the Single European Act (SEA)
in 1986, capital controls were scheduled to be abolished in 1992.
Consequently, one of the main pillars of the EMS, which contributed to
the stabilization of intra-Community exchange rates, had disappeared.
The liberalization of capital movements, however, became difficult to rec-
oncile with the continued existence of national exchange rate regimes.
This glaring dichotomy became evident during the speculative turmoil
that engulfed the EMS in mid-1992. Monetary union implies a symmetri-
cal regime of exchange rate convergence. Asymmetrical exchange rate
relations, however, had characterized the EMS, with Germany acting as
the nominal exchange rate anchor for the system as a whole.
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Table 6.1 Trade balance of the EMS countries, 1979–88, $US billions/
(percentage of GDP)

Country 1979 1983 1986 1987 1988

Belgium �0.8 (0.7) �0.8 �0.6 �0.7 (0.5) �3.4
Denmark �2.2 (3.4) �1.1 �3.4 �2.8 (2.9) �1.8
France �7.0 (1.2) �12.4 �17.00 �20.7 (2.3) �21.9
Germany 5.7 (0.7) 4.1 15.4 22.3 (2.0) 26.5
Ireland 0.3 (8.1) 0.9 1.8 3.0 (24.9) 3.4
Italy �0.9 (0.3) �1.3 �3.4 �6.1 (0.8) �8.6
Netherlands 4.9 (3.1) 10.6 7.3 5.0 (2.3) 5.7

Source: OECD Main Indicators, 1990.



4 The Maastricht blueprint for EMU

With the ratification of the Maastricht Treaty in 1992, European mem-
ber states had effectively surrendered their traditional fiscal and mon-
etary policy powers to a new and distant, though quite nebulous
supranational “sovereignty.” It will be argued that the neoliberal eco-
nomic paradigm – having failed to convince the vast majority of
Europeans of its legitimacy and efficacy – was to bypass the nation-state
and eventually hijack the economic agenda on the supranational level.
Paradoxically, the triumph of neoliberalism was precisely the outcome
of national governments voluntarily surrendering their core economic
policy prerogatives to a supranational agency in order to justify the
imposition of an excessively harsh set of economic prescriptions embod-
ied in the Maastricht Treaty. In other words, the nation-state provided
the framework for the rise of neoliberalism on a supranational level. In
the process of constructing this monetary edifice, Germany would
emerge as Europe’s economic hegemon. At the same time, however, the
European working class would be forced to pay the social costs of
disinflation in terms of high levels of unemployment and the imposi-
tion of fiscal austerity.
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Figure 6.2 Consumer price index (inflation rate) in selected EMS countries
(percentage per annum)

Source: IMF World Tables, 1998.



In June 1988 the European Council meeting in Hanover established
the Committee for the Study of Economic and Monetary Union under
the chairmanship of Delors. The Delors Report, submitted in April 1989
and ratified by the Member States at the Rome Summit in October 1990,
provided the blueprint for monetary union. The Delors Plan viewed the
existing EMS architecture as the institutional foundation for the
completion of the monetary edifice. The Maastricht Treaty established a
formal timetable for the progressive stages set out by the Delors Report
toward EMU. The Treaty also identified and elaborated on the conver-
gence criteria required to qualify for membership of the final phase and
the Charter for a European Central Bank (ECB). Monetary union would
be accomplished through three progressive stages.

During the first stage, which officially began on July 1, 1990, the EMS
member states were scheduled to abolish all existing capital controls on
the movement of capital across national borders. In December 1991 an
agreement to establish the ECB was ratified even though exchange rate
realignments were still permitted. The second stage was launched on
January 1, 1994 with the creation of the European Monetary Institute
(EMI), which prepared the groundwork for a more cohesive regime of
central bank coordination and monitored progress on meeting the con-
vergence criteria. The final phase would depend on progress achieved by
the member states in conforming to the convergence criteria. If these
conditions were satisfied, the final stage was scheduled to begin at the
end of 1996. The famous convergence criteria can be summarized as
follows:

1. The national inflation rate not to exceed 1.5 percent of the best
performing member.

2. Budget deficits to be reduced to 3 percent of GDP and the public debt
not to exceed 60 percent of GDP.

3. The exchange rate to remain within the narrow band of 2.25 percent
for two years before admission to the final stage.

4. Interest rate differentials to be narrowed within 2 percent of the
lowest national rates.

The abolition of capital controls raised quite profound implications
for the high deficit countries. Capital market liberalization implied a
loss of public control over national interest rates, which undermined the
ability of ERM countries to maintain exchange rate parities. The choice
was between the imposition of highly restrictive fiscal policies to com-
pensate for the loss of monetary policy instruments or the acceptance of
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higher margins of exchange rate movements as a means of external
adjustment. As soon as exchange rates were irrevocably fixed, however,
there was a very real likelihood that speculative capital flights could be
provoked.

The Maastricht Treaty proposed that the ECB should be governed by
two fundamental principles. First, the statutes of the ECB should declare
price stability as its overriding objective (Article 103 of the Treaty and
Article 2 of the ECB Charter). Second, the ECB Charter should be
inscribed with political and institutional independence. Doubtless
these protocols exhibit a striking resemblance with the Charter of the
Bundesbank. After the final stage of monetary union, the ECB would be
conferred with the authority to issue a single currency. The euro will
compete against the US dollar and the Japanese yen as an international
vehicular currency. Yet, in order to challenge US dollar supremacy, the
euro requires a sovereign political entity and coherent military instru-
ments of power to support its international role as a means of payments
and as a reserve asset. The EU, however, lacks these attributes of a
sovereign power.

Possibly the most contentious and politically sensitive aspect of the
Maastricht accord involves the technical prohibition of the financing of
public deficits by the ECB (Article 21.1 of the ECB statute). Moreover,
the ECB is also prohibited from acting as a “lender of last resort” to a
financially bankrupt government. Even though the ECB will assume
monetary control, the national central banks would continue to
perform a supervisory role. “In the event of a banking crisis, these two
roles overlap: the national bank, acting as the lender of last resort, would
wish to inject liquidity into the financial system; however, it would be
constrained given that money supply falls under the remit of the ECB”
(Arestis et al., 2001, p. 125). In order to prevent the monetization of
public debts, national governments are obliged to maintain low public
debt/GDP ratios. This provision of the Treaty has important implica-
tions for the high deficit members of Italy, Spain, Greece and Portugal,
all of which rely quite extensively on revenue derived through seignior-
age (Emerson, 1992, p. 123). Given the constraints imposed on the level
of public debt in order to acquire credibility in the eyes of financial
markets, the scope for fiscal expansion to promote employment has
been severely limited.

The speculative turmoil in mid-1992 after the British entry into
the ERM exposed these glaring contradictions. In retrospect, capital
liberalization became incompatible with the existing regime of fixed
exchange rates. At the same time, German reunification had induced a
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rise in domestic interest rates and the appreciation of the German mark.
As the DM appreciated, pressure mounted on the British pound and the
Italian lira, which culminated in their withdrawal in scenes reminiscent
of the earlier “snake” debacle. Market perceptions about the inability of
the high inflation/deficit countries to maintain their respective nominal
exchange rates in the event of capital market liberalization triggered the
crisis. Figure 6.3 illustrates the magnitude of the decoupling of exchange
rates after these speculative attacks.

A series of devaluations were inevitable either because of the self-
fulfilling speculative propensities generated by large capital outflows, or
by the exhaustion of foreign exchange reserves to defend their respec-
tive exchange rates. In the course of the speculative crisis, the Italian lira
and the British pound had experienced a nominal, effective deprecia-
tion of 16 and 15 percent respectively. Over the next year, however,
most of the ERM currencies with the exception of the German mark,
Dutch guilder and Irish pound, had fallen below their respective diver-
gence threshold which culminated in an increase in the permitted band
of exchange rate movement to 15 percent either side of parity within the
ERM in August 1993 (Blanden-Hovell, 1994, p. 342). The reverberations
of the speculative turmoil of 1992–93 had postponed the EMU timetable
for the final stage. The removal of capital controls and the liberalization
of capital markets within a regime of fixed exchange rates therefore
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incurred quite considerable risks for the high inflation/deficit countries
as the debacle of 1992–93 had already starkly demonstrated.

In the aftermath of German reunification, the specter of greater
German economic and political power led to a traditional response by
the other member states to contain German power by accelerating the
process of European integration. In this geopolitical context, the
Maastricht Treaty represented a European attempt, led by France, to curb
German economic and political power (Anderson, 1997, p. 132). Yet, at
the same time, Germany was able to consolidate its economic hege-
mony through the EMU. The social costs of the EMU, however, would
be borne by the European working class in terms of high levels of unem-
ployment and fiscal austerity (Carchedi, 2001, p. 134).

But the EMU rests also on fiscal policies which lead to austerity
measures and thus to redistribution of surplus value from labour to
capital. The more the EU countries are tied to Germany, the greater the
expropriation of value from labour…. The euro, and thus German leader-
ship, is accepted because the bill is paid by labour…. At the same time,
these policies appear as if they were dictated by “Europe” in the interest of
the “common good”. (Carchedi, 1997, pp. 100–1)

The Stability Pact became the means by which to enforce this
excessive regime of economic austerity. Endorsed by the Dublin Summit
of December 1996, the “Stability and Growth Pact” enshrined the very
strict fiscal criteria which were to be imposed on the member states in
the final stage of EMU. However, the new Socialist government of
France was able to inscribe a separate title on the “Resolution on Growth
and Employment,” which was eventually included in the Amsterdam
Treaty, or what later became known as “Maastricht 2,” signed in October
1997 (Artis & Winkler, 1997, p. 1). Despite the French insistence on pro-
moting employment as a principal objective of the Stability Pact, the
general ideological tenor of the Treaty continued to support restrictive
policies, which prevented each member state from pursuing expansion-
ary policies to mitigate the effects of recession and stagnation (Pasinetti,
1998a, p. 112). Indeed, the public debt and budget deficit thresholds
became the very cornerstone of the Stability Pact to the extent that
fines could be imposed by the Council if member states violated these
targets (Arestis et al., 2001, p. 117). Quite apart from the weakening
of the automatic stabilizers performed by the state sector and the
unnecessary burden of high unemployment, the Maastricht Treaty
does not specify any real formula over the notion of public finance
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“sustainability,” but simply states in a rather dogmatic and arbitrary
manner, the “two reference values” of the public debt and fiscal deficit
that should be achieved by member states (Pasinetti, 1998, pp. 17–18).1

The anti-Keynesian bias of the Stability Pact has contributed to high
levels of unemployment and the curtailment of both private and public
investment. It is more than mere coincidence that the countries of the
euro-zone have experienced substantially higher levels of unemploy-
ment than both those European countries outside the euro-zone (e.g.,
Norway, Switzerland and the UK) and the other major industrial coun-
tries of Japan and the United States (Modigliani et al., 1998). The damp-
ening of the level of aggregate demand has inhibited the self-reinforcing
effects of the investment multiplier and has caused serious problems of
excess productive capacity. The fiscal constraint imposed by the
Maastricht Treaty therefore failed to be entirely convincing. In this
sense, the fiscal criteria of the Delors Plan were difficult to justify on con-
ventional Keynesian grounds unless there was a corresponding fiscal
regime on a supranational level. The Community budget would perform
the redistributive and stabilization functions now performed by
national governments. Quite apart from the enormous political obsta-
cles involved over national sovereignty with the sensitive issue of fiscal
federalism, the existing EU budget, estimated at about 1.2 percent of the
combined EU GDP, is simply inadequate to perform this function
(Giovannini & Spaventa, 1991, p. 101).

Because Euro-zone members are not allowed to use independent
monetary policies and pull themselves out of a shock-induced reces-
sion, they would normally utilize such a fiscal policy as tax cuts or
public works to stimulate demand. The EU itself could have a fiscal
policy to distribute financial resources to a depressed area to stimu-
late demand. However, the role of fiscal policy in Euroland has not
been determined. Although it is unclear whether or not members will
retain some fiscal powers, the Stability Pact demanded by Germany
suggests those members’ fiscal powers will be greatly restricted.
(Gilpin, 2000, p. 208)

As a result of the imposition of quite harsh monetary and fiscal
policies, all of the 15 member countries, with the exception of Greece,
had qualified for membership of the final phase of EMU. On the eve of
the single currency, both Belgium and Italy with 118.1 percent and
Greece with 107.7 percent had failed to meet their respective public
debt/GDP ratios of 60 percent, while for the budget deficit criteria, all of
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the 15 countries achieved the target of 3 percent of GDP. Indeed,
progress on budget deficits was quite exceptional; the overall EU budget
deficit fell from 6.1 percent of GDP in 1993 to 2.7 percent in 1997. The
European Summit in early May 1998 endorsed 11 of the 15 member
states to join the final stage of EMU, which will involve the creation of
the ECB and the issuing of the euro. Britain, Denmark, Sweden and
Norway will temporarily postpone their membership until they hold
national referenda. While Norway’s referendum rejected membership in
2001, Greece was officially admitted in the same year. The official
launch of the euro was on schedule in January 1, 1999. After that date,
there will be a three-year transition period during which national cur-
rencies will continue to exist as a subdivision of the euro. By January 1,
2002 euro rates and coins will be issued and by July 1 of the same year,
all national currencies will cease to have legal tender status.

Conclusion

The most significant development over the past two decades in Europe
has been the emergence of German economic dominance (Halevi,
1995). Although the Franco-German axis still constitutes the pivot
around which the process of European integration revolves, the German
economy occupies the very core of Europe. German economic domin-
ance is reflected in the politics of monetary union. The German mark
emerged as the nominal exchange rate anchor for the EMS, while
German disinflationary policies have prevailed in the creation of a
European Central Bank, which has been modeled on the Bundesbank.
Competitive disinflation set in motion a vicious circle as each country’s
pursuit of lower inflation in order to qualify for the euro-zone, led to a
severe dampening the level of effective demand. It was precisely this
process of cumulative disinflation, which had contributed to the onset of
Eurosclerosis in the 1980s and the 1990s (Fitoussi, 1993). The broad out-
lines of this stagnationist phase were evident by chronic unemployment
and a decline in productive investment. An analysis of the Maastricht
blueprint for EMU reveals that the “convergence criteria” had institu-
tionalized this German ideological preference. With the birth of the euro,
a tripolar system of international economic blocs has emerged with the
US and Japan/East Asia constituting the other two poles.
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7
The US–Japanese Axis: Unity 
or Rivalry?

Introduction

In the wake of the East Asian economic turmoil, the international finan-
cial system has experienced a severe crisis. The aim of this chapter is to
articulate several hypotheses about the dynamics and historical causes
of this phase of instability in the world capitalist system and highlight
some of the more critical developments, which could hasten a global
economic slump. Since the outbreak of the Asian economic crisis in
early 1997, Russia and Latin America have succumbed to the “conta-
gion” effect. Despite the impending threat to trade and investment as a
result of the slump that is now engulfing these emerging markets, Wall
Street has continued its irrational exuberance. Yet the evidence suggests
that the problem of global excess capacity has not been resolved, while
commodity prices have not fully recovered from their historic lows.

The critical question proposed is whether the global financial crisis 
is now poised to enter into a second phase. At the very epicenter of this
emerging crisis is the growing trade imbalance between Japan and 
the United States. A looming trade war across the Pacific would prefig-
ure the onset of economic rivalry between the three major economic
blocs in the European Union, Japan/East Asia and the United States over
markets, investment outlets and access to raw materials.

It will be argued that the dynamics of East Asia’s recent phase of
growth and crisis have been governed, to a large extent, by the evolving
US–Japanese axis. Over the past two decades, this trans-Pacific relation-
ship has been characterized by a seemingly symbiotic and self-reinforcing
logic. Competition and rivalry between the two great economic powers
has been tempered by a confluence of interests. It is evident that this
mutual, if not entirely perilous embrace, has been based upon the twin



pillars of markets and investment outlets. While Japan emerged as East
Asia’s major source of investment, the United States domestic economy
has provided the most important market for East Asia’s phase of export-
led growth.

Yet this virtuous circle is only possible as long as the US economy
continues to perform the role of “market of last resort” for East Asian
and more specifically, Japanese exports. With the sudden outbreak of
the recent financial panic, however, the foundations of this regime of
accumulation have been severely shaken. The end of the 1990s eco-
nomic boom and the possible onset of recession in the United States
could witness the breakdown of this virtuous circle and hasten an inten-
sified phase of interimperialist rivalry in the region between Japan and
the United States. At the same time, Japan’s economic stagnation over
the past decade has led to a severe curtailment of their investment in the
region. From this standpoint, East Asia represents the most critical and
vulnerable intersection of the US–Japanese axis. In short, the recent East
Asian financial crisis might be viewed as a dress rehearsal for a more
profound historical drama over the region’s markets and investment
outlets.

1 The historical context

On a very general stylized level, manufacturing acted as the engine that
propelled Japan’s postwar economic development. From the mid-1960s
onward, Japan had shifted from a strategy of “forced” industrialization
through import-substitution designed to safeguard the balance of
payments and protect the domestic market, to a strategy of export-led
growth based on the development of a dynamic comparative advan-
tage in several lines of manufacturing production. The Ministry of
International Trade and Industry (MITI) could therefore relax their
import-substitution program and concentrate on an export-expansion
strategy of growth. This was accomplished by devoting scarce resources
to stimulate growth and exports in selected heavy industry sectors such
as steel, petrochemicals, automobiles, industrial machinery and electri-
cal machinery. However, in the initial stages, wages growth lagged
behind economic growth, which increased the share of profits for future
investment. At the same time, public investment in infrastructure was
largely devoted to the provision of public goods for the private sector
(e.g. transport, R&D, training) rather than in the funding of a social
wage and public services (e.g. housing, welfare, recreation) (Sheridan,
1998). This “skewed” development toward the capital-goods sector and

The US–Japanese Axis 135



exports at the expense of the consumption-goods sector still character-
izes Japan’s economic development. Moreover, the lack of an adequate
social infrastructure has merely accentuated these structural distortions.

As a late starter, it can be surmised that Japan exhibited a product-
cycle type of development that consciously sought to catch up with the
more advanced industrial countries. According to Yamazawa (1990), the
sequence of this product cycle development has followed three stages
since the Meiji restoration:

1. Export of primary products and import of light industrial goods.
2. Export of light industrial goods and import of heavy industrial goods

and raw materials.
3. Export of heavy industrial goods and import of raw materials.

Most of the development in the postwar period up until the 1970s 
was therefore driven by investment in heavy industries. These sectors
exhibited large sunk costs and economies of scale, which acted as effec-
tive barriers to entry. Consequently, a highly oligopolistic industrial
structure emerged in the shipbuilding, iron and steel and general
machinery sectors dominated by a few large keiretsu, most notably
Mitsui, Mitsubishi and Sumitomo. These large conglomerates were ver-
tically integrated in a very hierarchical pattern through a subcontracting
system with the small to medium-sized enterprises (SMEs) or the chusho-
kigyo. This structure still survives today and the SMEs account for about
80 percent of the total labor force. However, their contribution to over-
all productivity is quite low, estimated at less than half of the levels of
the larger firms (Kunio, 1994). Japan’s industrial anatomy thus exhibits
dualistic features in which the large conglomerates dominate the econ-
omy, while the growth of effective demand has been stunted by the 
relative neglect of the consumption-goods sector.

Much of Japan’s postwar development has been guided by the state.
Indeed, one can legitimately trace this preeminent role of the state back
to the modernization drive of the Meiji restoration in 1868 (Chowdhury
& Islam, 1993, p. 18). However, Japan’s present-day regime of planning
and regulation has its lineage from the system of central planning
presided over by the Planning Board to mobilize resources for the war
effort during the Sino-Japanese and Pacific wars (Tipton, 1998). During
the war years, this “plan-rational” state was governed by the bureau-
cracy, which would implement their economic plans by using the cor-
porate groupings (zaibatsu) as their executing agencies (Okazaki et al.,
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1999). According to Chalmers Johnson, the “plan-rational” or “develop-
mental” state is governed by the imperatives of industrialization:

In the plan-rational state, the government will give greatest prece-
dence to industrial policy, that is, to a concern with the structure of
domestic industry and with promoting the structure that enhances
the nation’s international competitiveness. The very existence of an
industrial policy implies a strategic, or goal-oriented approach to the
economy. On the other hand, the market-rational state usually will
not even have an industrial policy (or, at any rate, will not recognise
it as such). Instead, both its domestic and foreign economic policy,
including its trading policy, will stress the rules and reciprocal con-
cessions (although perhaps influenced by some goals that are not
industrially specific, goals such as price stability or full employment).
( Johnson, 1982, pp. 19–20)

Although the system of planning became more indicative after the war,
the state continued to guide the economy through both direct and
indirect methods. Dirigisme would be exercised most effectively by the
state through the channeling of finance to selected sectors and industries.
State control over the banking system gave the authorities enormous
leverage over investment. At the same time, restrictions were imposed on
Japanese firms from raising capital by stock floatation or from foreign
sources (Henderson, 1993, p. 98). This type of credit rationing was accom-
plished through both the state-owned banks and the state-regulated
financial institutions (Wade, 1990). The engine room of this “convoy sys-
tem” of state-directed investment has been performed by the Ministry of
Finance (MoF) and the Bank of Japan (BoJ). Competition was effectively
regulated through administrative guidance in which the convoy system
encouraged the cross-ownership of shares between the big banks and the
large keiretsu. Consequently, the flow and circulation of funds were usually
through indirect finance supplied by the banks affiliated to each respec-
tive industrial grouping. The MoF has long guided the convoy system and
has underwritten the financial viability of the major banks. However, this
system of bureaucratic guidance has perpetuated what many economists
refer to as “moral hazard” risks in the guise of cronyism and patronage.
A bureaucratic web of tacit “credit rights” has evolved regardless of the
profitability of the large firms (Taggart-Murphy, 2000).

The “relative autonomy” of the state in Japan and most of East Asia
was largely the product of American military and political intervention
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in the region during the cold war. This high level of structural autonomy
of the state from civil society was developed in the geopolitical context
of the cold war in which the Americans supported authoritarian and
semiauthoritarian regimes as strategic “bulwarks” in their struggle
against the perceived threat of communism (Stubbs, 1994). Indeed, it
can be argued that the Korean War boom and the Vietnam War
promoted the rise of Japanese economic and regional power. At the
same time, Japan enjoyed the benefits of the US military umbrella by
diverting potential military spending into the investment of productive
capacity. The Americans also lifted the barriers to the transfer of tech-
nology after the war. Japan could now take advantage of the dynamic
economies of scale and assimilate both the codified and tacit knowledge
embodied with the absorption of foreign technologies and techniques.
Indeed, Japan soon acquired the reputation as a successful imitator of
new technologies. New inventions and innovations were not only
assimilated but were also improved upon which translated into a source
of strategic, international competitive advantage.

Politically and militarily, the US continues to exercise hegemony in
East Asia, but unlike its strategic preeminence during the formative post-
war years, US political power has become more nuanced and less
emphatic. Although the Japanese state remains subordinate to US
geopolitical imperatives in the region, it no longer performs the subal-
tern role to which it was assigned and was quite willing to perform dur-
ing the cold war. Japan’s phoenix-like rise from the ashes of war has
once again catapulted the country as the economic powerhouse of the
region. Indeed, it can be argued that the East Asian economic “miracle”
was propelled, to a large degree, by Japan’s unprecedented postwar
growth. The Asian newly industrialized countries (NICs), to a larger or
lesser extent, had successfully emulated and replicated Japan’s state-
guided, developmental model. At the same time, the success of East
Asia’s phase of export-led growth continued to be highly dependent
upon the US market. By the early 1980s, US economic and political
influence began to wane. Japan emerged as the region’s preeminent
economic power as their share of investment and trade soon eclipsed
their American rivals.

The significance of this shift in the balance of economic power was
that the Japanese state could now pursue a greater degree of autonomy
in the promotion of trade and investment in the region. Yet despite the
end of the cold war and China’s historic opening to the West, US politi-
cal and military power continued to dictate the geopolitical alignments
within the region. In this sense, the Japanese bourgeoisie were quite
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willing to support US hegemony as long as they could share in the
economic spoils. To be sure, regional suspicions of Japan’s hegemonic
ambitions – which still resonated after more than half a century
since Japan’s ill-fated drive to establish an Asian “co-prosperity” sphere –
could be allayed by the US military presence. Hence, with the relative
demise of the postwar system of Pax Americana, and the rise of East Asia
as the most dynamic growth pole in the global economy, the US–
Japanese axis provided a coherent and relatively stable political frame-
work for the region.

However, the outbreak of the financial crisis in 1997–98 revealed the
simmering contradictions that had been previously concealed beneath
the thin veneer of regional stability and harmony. The crisis signified
that the twin pillars of markets and investment were ultimately based
on very shaky foundations and had the potential to generate both
intended and unintended damaging consequences. First and foremost,
from the standpoint of markets, the whole dynamic of export-led
growth could only be sustained as long as the US domestic market con-
tinued to absorb East Asian exports, which implied an ever-growing,
cumulative increase in the US trade deficit. Second, from the standpoint
of investment, Japan’s “lost” decade of stagnation during the 1990s had
led to the curtailment of their long-term investment in the region.
Indeed, it was already evident before the East Asian crisis that the
Japanese bubble economy had been “exported” to the region in the
early 1990s, which had induced a speculative wave of excess liquidity.
Quite severe problems of excess capacity had also emerged in the region,
which had imparted a series of balances of payments deficits, exceeding
6 percent of GDP in Malaysia, Thailand and South Korea in 1996–97
(Lucarelli, 2002).

A third weakness in this distinctive East Asian regime of accumulation
was also exposed by the crisis. Most East Asian currencies had been
pegged to the US dollar. As long as the US dollar continued to depreciate
against the yen after the Plaza accords of 1985, the East Asian tiger
economies could improve their export competitiveness. With the sharp
dollar appreciation against the yen after mid-1995, however, this favor-
able trend was reversed and the tigers encountered an erosion of their
international competitiveness, which was accompanied by a sharp
export slump. Under these circumstances it was not too surprising to
witness the wholly destructive and predatory behavior of hedge funds,
who had sensed that the central banks were vulnerable in their ever
more desperate attempts to maintain the dollar peg. A series of specula-
tive attacks were launched on their respective currencies, which led to
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the collapse of the dollar peg (with the exception of Hong Kong). The
existence of unhedged, dollar-denominated borrowings only further
accentuated the financial crisis as one country after another was con-
fronted with an avalanche of private sector indebtedness.

The subsequent IMF bailout packages provided the final nail in the
coffin. If one ignores for a moment the debates that have since raged
over the efficacy of these IMF programs, it is quite evident that the IMF
has always acted as the lender of last resort on the behalf of interna-
tional finance capital. A cursory analysis of IMF policies in the Third
World over the past two decades would tend to support this claim. As
usual, the creditors were rescued and the costs were socialized in terms
of the imposition of economic austerity programmes. As Gowan (2001)
has quite succinctly argued, the role of the IMF is more ideological than
it is technical. It forms part of the “Washington consensus” and is
imbued with the most virulent strain of neoliberal ideology. Indeed, as
even Joseph Stiglitz – a recent Nobel laureate and former Washington
insider – has conceded, the whole aim of propagating neoliberal ideol-
ogy is to bring about capital market liberalization in order to allow
international financial institutions (mostly US-based) to engage in spec-
ulative operations (Stiglitz, 2002). This does not necessarily imply a con-
spiracy theory but rather reflects an ideological affinity between IMF/US
Treasury officials and Wall Street bankers (Wade & Veneroso, 1998).
In this context it is possible to examine the propagation of neoliberal
ideology in terms of the political forces that have coalesced around
and have legitimized the interests of international financiers and rentiers.
To paraphrase Marx: “the ideas of the ruling class of an epoch are also
the ruling ideas of that epoch.”

2 From virtuous circle to vicious circle

The causes of the recent economic crisis have been the subject of an
ongoing debate over the structural dynamics of East Asia’s phase of
growth. The debate was originally sparked by MIT Professor, Paul
Krugman, who had raised doubts about the sustainability of East Asia’s
growth potential (1994). His basic contention was that the major source
of this rapid expansion had been spurred by high rates of capital accu-
mulation, which have been based on increasing inputs of labor and
capital rather than improvements in efficiency and increases in
productivity per unit of input. As a result, capital/output ratios will tend
to increase which will induce a fall in profitability and marginal output
per unit. In other words, the law of diminishing returns will tend to
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manifest itself. Although recent evidence might lend credence to the
Krugman thesis, it would be too premature to confirm the evidence of a
long-term structural decline and a similar erosion in international com-
petitiveness. Quite contrary to this thesis, the recent steep currency
depreciations will improve East Asia’s export competitiveness. The real
danger now lies with the specter of competitive devaluations as these
countries compete against each other for export markets. The evidence
appears to suggest that the crisis was preceded by a sharp export slump
in the region as early as 1996. Figure 7.1 illustrates the magnitude of this
decline in the volume of exports.

Extenuating short-term and cyclical factors could just as easily explain
the recent crisis. For instance, the recent appreciation of the US dollar in
relation to the yen can be identified as an important factor. Since most
of the East Asian currencies were pegged to the US dollar, the nominal
appreciation of the dollar had a profound impact on the competitive-
ness of East Asian exports. Similarly, the collapse of the semiconductor
markets contributed to the fall in the value of exports. The sluggish
demand in the European Union and Japan had also imparted a depres-
sive impact on exports. In stark contrast to the Krugman thesis, which
implies an endogenous process of entropy, this chapter will focus on the
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exogenous factors (i.e. export markets and international investment) as
the most important elements in the East Asian regime of accumulation.
The basic contention is that the sustainability of East Asia’s growth tra-
jectory depends on a complex trade and investment configuration,
which is driven by the law of comparative advantage in terms of lower
labor costs (Vernon, 1966).

One of the most distinctive characteristics of the East Asian regime of
accumulation has been embodied in their ability to take advantage of
the international product cycle by shifting their comparative advantage
in terms of labor costs in specific industries and sectors. This has become
known as the “flying geese” paradigm which provides a description of
the life cycles of various industries and their relocation from one coun-
try or region to another (Cumings, 1984). The industrial life cycle in 
certain sectors – textiles, steel, automobiles, electronics, etc. – of origin,
rise and decline, appears to follow a specific trajectory governed by
shifts in international competitiveness.1 In each individual life cycle
there emerges a phase of decline in which production is no longer prof-
itable because of rising costs of production in terms of labor costs or the
appreciation of the exchange rate. These industries are relocated to
cheaper labor zones through either trade or foreign direct investment.
Taiwan and South Korea, for instance, have been receptacles for declin-
ing Japanese industries in chemicals, steel, shipbuilding and textiles
(Itoh, 1990). In this process, foreign direct investment (FDI) has been
the most dynamic vehicle for the transfer of new products and tech-
nologies to less developed regions/countries. Imports from the more
advanced countries allow new products to be introduced into the 
“follower” countries. These countries are now in a position to exploit
their international comparative advantages by exporting to other coun-
tries until they also encounter a fall in international competitiveness. 
As a result, this cumulative process assimilates the life cycle of a parti-
cular product or industry with the logic of comparative advantage
(Vernon, 1966).

The relatively liberal access to the American market provided a major
catalyst for the East Asian phase of export-led growth. The original 
four tigers imported capital and intermediate goods from Japan in order
to produce final goods for the US market. By 1990 almost two-fifths 
of Japan’s exports were destined for the American market. Japanese
manufactured imports constitute the largest penetration of the American
market, while Taiwan ranks fourth, South Korea fifth, Hong Kong ninth
and Singapore eleventh. In 1994, the trade of the US with the East Asian
NICs (about $272 billion) was greater than its trade with either the EU
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($218 billion) or Japan ($176 billion). Similarly, the trade of both the 
EU and Japan with the East Asian NICs (about $229 billion and $283 bil-
lion, respectively) exceeded by a large margin, trade between themselves
($94 billion) (UNCTAD, 1996). On the other hand, the East Asian
absorption of US exports has been much lower, accentuating their
chronic trade surpluses. With the sharp rise of the Japanese yen against
the US dollar between 1985 and 1995, however, this triangular trade
flow has shifted East Asia’s exports to the Japanese market and acceler-
ated the process of intraregional trade. In order to counter a fall in 
their international competitiveness, Japanese corporations increased
their investment in East Asia as export platforms.

The shifting dynamic of comparative advantage is reflected in the
changing composition of East Asia’s exports. In the course of industrial-
ization, countries naturally progress from lower to higher value-added
products (Boltho, 1975). From a historical standpoint, the rate at which
this structural shift has occurred in East Asia is quite astounding. In the
period from 1956–61 to 1966–71, the share of capital goods exports
(including electrical machinery and transport equipment) increased
from about 4 percent to about 23 percent in Taiwan and from 5 percent
to about 20 percent in South Korea. In Japan, this shift was even more
profound, increasing its share of capital goods exports from about 
14 percent in the early 1950s to about 39 percent ten years later (Wade,
1990). This structural shift reflected record levels of capital formation.
Taiwan averaged 28.4 percent of GNP and South Korea 26.5 percent
between 1965 and 1980 (World Bank Development Report, 1985).

Although the “flying geese” paradigm provides a useful description of
this changing process of dynamic comparative advantage within the
East Asian region, it should be stressed that international markets, espe-
cially the US market, were and continue to be critical in the success of
this trade and investment configuration. In short, the American market
has provided the major impetus for East Asia’s trade expansion. At the
same time, since these currencies were pegged to the US dollar, the nom-
inal exchange rate of the dollar has played a crucial role. A nominal
appreciation of the dollar has imparted a recessive impact on East Asian
exports for those countries with currencies pegged to the dollar, while
conversely, a nominal depreciation has provided an expansionary impe-
tus. US–Japanese exchange rate relations also have a powerful effect on
trade and investment flows in the region. Japanese trade surpluses gen-
erate a strong yen in relation to the dollar, which has had a favorable
effect on East Asian exports to the US market and increased the level 
of Japanese investment in the region. Conversely, a strong dollar in 
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relation to the yen tends to have a detrimental effect on East Asia’s exports
and has curtailed the outflow of Japanese investment in the region.

Over the past ten years there has been a rapid increase in the rate of
intraregional trade. Trade among the countries of East Asia (excluding
Japan) has been expanding much faster than trade with the outside
world, accounting for about one third of their total imports and exports.
Although Japan has accumulated a large trade surplus with the rest of
East Asia, the latter countries now import more manufactures from each
other than they import from Japan. Japan still dominates in the export
of capital goods and vehicles but has been eclipsed in the more labor-
intensive manufactures in chemicals, electronic equipment and office
machinery in which intra-East Asian trade now exceeds their trade with
Japan. Since Japan buys a comparatively small proportion from East
Asia, an asymmetrical trade relationship has developed. This means that
the Japanese market is more important for the East Asian countries than
East Asia is for Japan. The East Asian countries have enjoyed a relatively
large trade surplus with the EU and the US in labor-intensive products
while, until very recently, have accumulated a large deficit with Japan.
Industrial conglomerates in Taiwan and South Korea are already begin-
ning to invest on a large scale in Europe and the US. Although some of
this investment might initially stimulate exports of intermediate and
capital goods from their home countries, a more important effect is
likely to be an overall loss of exports. Table 7.1 highlights exports of
manufactures from selected East Asian countries in terms of their major
destination between 1985 and 1994.

A similar logic appears to govern Japan; the outward flow of FDI will
gradually replace exports. In 1985, the outstanding stock (cumulative
value) of Japan’s global FDI was around $84billion, equivalent to about a
half of the country’s total exports in that year. Despite a slowdown in the
outflow of capital in the early 1990s, the share of Japanese FDI remained
quite high, estimated at 12 percent of the world stock of FDI in 1994,
compared to 4 percent in 1980 (UNCTAD, 1996). Indeed, Japan emerged
as the largest source of international investment in the less developed
countries to which an overwhelming proportion of these outflows were
destined for Asia. Japan’s earlier direct investment in the ASEAN-4 coun-
tries was associated primarily with resource extraction (Halliday &
McCormack, 1973). However, the sharp appreciation of the yen after the
Plaza Accords of 1985 increased the incentives for shifting a substantial
share of Japan’s manufacturing capacity offshore, especially in the more
labor-intensive industries. The North East Asian tigers, on the other hand,
tend to act as intermediate countries in that they are themselves signifi-
cant recipients of FDI but also invest in the poorer countries of Asia.
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East Asia attracted the largest inflows of investment in the developing
countries as a whole. An estimated $65 billion of inflows in 1995
accounted for about two thirds of all developing country FDI. China has
emerged as the largest recipient since 1992 accounting for 58 percent of
the region’s total capital inflows (UNCTAD, 1996). Japanese capital
exports have displaced US investment in the region. In order to recover
from a loss of international competitiveness caused by the appreciating
exchange rate, Japanese corporations have undergone a process of
industrial restructuring and technological upgrading. An important ele-
ment of this strategy had been the relocation of production in cheap
labor zones in South East Asia as a result of the more than 25 percent
increase in the effective exchange rate of the yen between 1993 and
1995. Most Japanese FDI is aimed at establishing regional and global
networks or supplying the local market (Kosai & Ogino, 1984). As a
result, Japanese firms are establishing “second generation” affiliates
abroad. For example, 47 percent of Japan’s subsidiaries in Hong Kong
and 43 percent in Singapore have already established their own affili-
ates. Thus, in terms of sequencing FDI among sectors and countries, the
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Table 7.1 Exports of manufactures from selected East Asian countries, by
major destination, 1985 and 1994 (billions of dollars)

Exports from Total First- ASEAN -4 China Japan
tier

NICs

To
World 1985 102.2 82.7 10.2 9.3 169.4

1994 483.8 281.7 102.5 99.6 377.8

Developing 1985 19.1 13.1 2.9 3.1 39.7
East Asia 1994 173.2 101.9 34.3 37.0 142.3
First-tier NICs 1985 11.9 6.6 2.4 2.9 20.9

1994 114.8 51.9 28.4 34.5 86.0

ASEAN-4 1985 5.1 4.5 0.4 0.2 6.9
1994 42.9 36.2 4.2 2.5 38.8

China 1985 2.0 1.9 0.1 – 11.9
1994 15.5 13.8 1.7 – 17.5

Japan 1985 7.8 5.9 0.8 1.1 –
1994 50.3 23.9 11.7 14.7 –

Other OECD 1985 61.7 53.1 5.7 2.9 100.5
1994 105.8 122.0 46.3 37.5 196.4

Rest of the 1985 13.5 10.5 0.8 2.2 29.2
world 1994 54.5 33.9 10.2 10.4 39.1

Source: UNCTAD (1996).



intraregional pattern is consistent with the “flying geese” paradigm.
Japan was the first major regional investor, initially in the primary sec-
tors and then in manufacturing. Japan’s FDI in manufacturing gradually
moved from the more to the less industrialized countries of the region.
The sectoral pattern of FDI seems to have continued when the first wave
of East Asian NICs also emerged as regional and international investors.

This analysis of the dynamics of growth in East Asia reveals a complex
trade and investment configuration. Since much of this phase of rapid
growth was driven by exports, it is not possible to treat the success of
one national policy regime in isolation from the East Asian experience
as a whole. A quite distinct East Asian regime of accumulation can be
identified. The political and institutional means by which this process of
rapid industrialization was undertaken appears to conform to Japan’s
earlier policies of import substitution and also export subsidization
(Johnson, 1982). To a lesser or greater degree, the original East Asian
tigers have sought to emulate the Japanese model. In stark contrast, the
newly emergent ASEAN-4 countries have adopted a strategy, which is
essentially based on attracting foreign investment and the creation of
export platforms. These countries have only partially, if at all, embarked
on a program of second-stage industrialization, which would involve a
shift toward heavy industries and the production of capital goods (Lall,
1996).

Although the “flying geese” paradigm provides critical insights into
the dynamics of East Asia’s development and the shifting regional divi-
sion of labor, US–Japanese economic relations will continue to play a
decisive role in the future evolution of the East Asian economies. The
enormous inflow of capital before the outbreak of the crisis had induced
a speculative boom, which was reflected in asset price inflation and
financial speculation. In retrospect, the boom could not be sustained. As
the financial and property bubble burst, a speculative attack was
launched on their respective currencies. Since most of the accumulated
debt was denominated in US dollars, the sharp depreciation of most East
Asian currencies only accentuated the debt burden and was responsible
for an inflationary upsurge as import prices soared. An ensuing severe
credit crunch drastically curtailed growth, increased the rate of bank-
ruptcies and swelled the ranks of the unemployed.

The foundations of the “flying geese” pattern of trade and investment
have been severely shaken by the recent financial and currency turmoil.
The onset of competitive devaluations could have a devastating effect
on this virtuous circle of export-led growth and intra-regional invest-
ment in East Asia and imperil the impressive economic gains achieved
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over the past 20 years. East Asia has accounted for about a third of global
economic growth over the past decade. The imposition of IMF-inspired
restrictive fiscal and monetary policies has dampened the level of effec-
tive demand and curtailed the pace of economic growth in the region
(Thurow, 1997). If export markets outside the region diminish, either as
a result of protectionism or the outbreak of an international recession,
this virtuous circle could turn into a vicious circle.

The immediate causes of the Asian financial meltdown can be attrib-
uted to a convergence of three factors:

1. The weak export demand in the EU and Japan as these economies
struggled to recover from recession and sluggish growth. The export
slump, which preceded the financial crisis, caused chronic problems
of excess productive capacity.

2. The appreciation of the US dollar, which had risen by 50 percent
against the yen from its low point in April 1995 to June 1997 (or from
80 to 120 yen). Since most Asian currencies were pegged to the
exchange rate of the US dollar, their export competitiveness was
eroded in world markets. Conversely, the rapid depreciation of the US
dollar after the Plaza accords of 1985 was a major factor in the export
boom of these economies.

3. The slump in the semiconductor market has had an adverse impact
on South Korea, Singapore, Thailand and Malaysia. Electronics
exports as a percentage of their total exports account for about 
70 percent in Singapore, 50 percent in Malaysia, 36 percent in South
Korea and 33 percent in the Philippines. In the course of 1996, the
price of memory chips had fallen by about 70–80 percent.

Many analysts have identified the emergence of private sector debt as
a major factor. Since most of this debt was unhedged and denominated
in US dollars, the rapid depreciation of currencies multiplied the debt
and caused widespread bankruptcies and financial stress. This argument,
however, appears to be tautological. It remains unclear how domestic
credit expansion could have been prevented in the event of the massive
inflow of capital, much of it purely speculative. Indeed, the whole aim
of financial deregulation before the crisis was to attract inflows of capi-
tal. In the absence of central bank sterilization policies and the imposi-
tion of high interest rates, the expansionary impetus of foreign capital
flows on domestic liquidity was inevitable. The expansion of credit crea-
tion induced a speculative boom in the equity and property markets,
most notably in Indonesia, Thailand and Malaysia. The boom became
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self-fulfilling. As asset prices rose, overpriced collateral values financed
further borrowing (Akyus, 1998). Furthermore, as the investment boom
gained momentum, problems of surplus capacity emerged which
imparted a negative impact on the balance of payments.

Current account deficits exceeded the IMF danger zone of 6 percent of
GDP in Malaysia, Thailand and South Korea in 1996–97. In order to pre-
vent the outbreak of inflationary forces, central banks increased interest
rates. Higher domestic interest rates, however, only had the opposite
effect of attracting further inflows of capital. This whole dynamic could
not be sustained. The financial bubble eventually burst as an avalanche
of nonperforming loans and indebtedness hastened a general economic
slump (Wade & Veneroso, 1998). The level of corporate profitability in
several East Asian countries fell sharply during the currency crises and
imparted a depressive impact on stock market prices with the emergence
of financial indebtedness. East Asia’s major vulnerability is its sensitivity
to foreign trade and continuing close dependence on the American 
market. Exports to the US market account for more than 10 percent of
GDP in several countries including Singapore, Hong Kong, Taiwan and
Malaysia.

Between July 1 1997 and January 26 1998, the cumulative, nominal
declines of the ASEAN-4 currencies against the dollar exceeded 80 per-
cent for Indonesia, 54 percent for Thailand, 44 percent for Malaysia and
38 percent for the Philippines. The South Korean won fell by 36 percent
over the same period (OECD, 1998). The epicenter of the eruption 
began in Thailand as early as May 1997 and then spread to Malaysia,
South Korea and Indonesia. The failure to dampen their overheating
economies in the wake of massive capital inflows in Thailand, Malaysia
and Indonesia induced a speculative spiral in the property and equity
markets. At the same time, the maintenance of pegged exchange rate
regimes merely encouraged further external borrowing and led to exces-
sive exposure of foreign exchange risk in the private sector. The lack 
of transparency in terms of prudential rules and moral hazard risks 
associated with government guarantees for private loans contributed to
concealing the true magnitude of the risks involved (Sachs, 1997).

3 A trans-Pacific trade war?

The cycle of maturity in Japan has been characterized by the outflow of
capital. Persistent trade surpluses have led to the accumulation of
foreign exchange reserves. Under a flexible exchange rate regime, the
accumulation of surpluses has inevitably induced a secular appreciation
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of the exchange rate. In the long run, however, the outflow of FDI can
only provide a temporary respite to the process of economic maturity.
Sooner or later, foreign assets generate income in the form of repatriated
profits and dividends, which will be spent in the domestic market. Japan
will inevitably encounter a “wealth trap” (Rowthorn & Wells, 1987). 
In other words, it will cease to be a net capital exporter and become a
“rentier” nation. This evolution has its antecedents in the decline of Pax
Britannica last century and the relative demise of Pax Americana after the
collapse of the Bretton Woods system in the early 1970s. In the case of
the UK, industrial maturity was characterized by the outflow of capital,
which promoted the industrialization of foreign rivals and eventually
led to the UK’s industrial decline. The same general process contributed
to relative US decline in the period leading up to Nixon’s abandonment
of the dollar’s convertibility into gold in 1971.

A similar process could imperil Japan’s regional dominance with 
the rise of the Asian NICs. At present, however, the Asian NICs still run 
trade deficits with Japan and rely on the importation of “knowledge”-
intensive industrial goods from Japan, most notably in sophisticated
capital goods (Jarjoura, 2000). Indeed, the whole composition of Japan’s
FDI is concentrated in the transfer of mature technologies, while most of
the scientific and technological know-how is undertaken within Japan.
Unlike the United States, Japan has been very reluctant to relocate
strategic high technology and knowledge-intensive industries to their
competitors in East Asia (Morris-Suzuki, 1991). Nor has it been willing to
export its technical know-how and scientific knowledge. Japan’s major
international competitive advantage lies in its sophisticated machinery
and equipment sectors. The exports of electronics, integrated circuits,
computers and mechatronics (industrial robots) have become the most
dynamic growth poles over the past decade. In short, Japan has success-
fully shifted its emphasis onto the high value-added, low energy-using
industries (Kunio, 1994, p. 24).

From the standpoint of its role as an international net creditor coun-
try, the Japanese authorities have so far prevented the yen from becom-
ing an international vehicular currency. In contrast to the Bretton
Woods regime in which the American financial system performed the
role of world “central banker” with the issuing of international reserves,
the Japanese financial system has remained firmly anchored to the
imperatives of industrial accumulation. Whereas the US ran successive
current account deficits and presided over the export of capital, Japan
has accumulated substantial trade surpluses. The inability of Japanese
finance capital to become the center of payments for East Asia as a
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whole appears to be linked to the close triumvirate between the MoF,
finance capital and the large industrial keiretsu (the so-called “convoy”
system). These links which express themselves in the form of cross-
ownership and government guidance, prevent the internationalization
of Japanese finance capital. In other words, the financial sector does not
exhibit the degree of autonomy that one associates with the London
and New York capital markets. The Japanese financial system is therefore
governed by the imperatives of industrial capital and neomercantilist
state policies, which ensure the maintenance of export competitiveness.

Japan’s current economic malaise has its roots in the chain of events
that led to the expansionary monetary policies enacted after the
September 1985 Plaza accords. The sharp appreciation of the Japanese
yen failed to restore a balance of payments equilibrium with the US.
Quite contrary to the theoretical expectations of the Mundell–Fleming
model, the trade imbalance became even more acute. The period of
endaka, or the skyrocketing increase in the value of the yen, soon began
to undermine the profitability of Japan’s exports. By shifting a substan-
tial proportion of their labor-intensive manufacturing offshore to the
cheap labor zones of South East Asia, Japanese transnational corpora-
tions were able to restore their export competitiveness (Kriesler &
Halevi, 1996). In order to mitigate the effects of an appreciating yen, the
Japanese government embarked upon a program of monetary accom-
modation by reducing interest rates. Yet by pursuing relatively loose
monetary policies, the government set in motion an unprecedented
expansion of excess liquidity in the capital markets, most of which was
channeled into what became known as zaitech operations, or speculative
financial engineering (Yoshikawa, 2001). In retrospect, a financial
mania was triggered in the real estate and equity markets.2 The boom
became self-fulfilling. As asset prices rose sharply, further borrowing
only served to fuel the asset price spiral.

These events set in train the biggest build-up of excess liquidity in
modern history. When the speculative bubble eventually burst in the
early 1990s, the Japanese economy was effectively caught in a liquidity
trap from which it has yet to recover. The current slump should also 
be viewed as the product of a severe crisis of excess capacity and over-
accumulation. At the very core of this problem is the lack of effective
demand. The structural propensity to build up productive capacity
while experiencing a concomitant and relative diminution of effective
demand has led to a severe slump not witnessed since the 1930s. The
only components of effective demand keeping the Japanese economy
afloat are government spending and net exports. In the absence of a
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recovery of domestic consumption, both of these components will
ultimately reach their economic and political limits.

Consequently, a considerable share of investment was also channeled
into net capital formation, which in turn had induced a severe phase of
industrial overcapacity (Itoh, 2000). Indeed, by the late 1980s, most of
the large keiretsu began to generate internal funds for investment and
curtailed their traditional reliance on the BoJ and the big banks. In the
early 1970s the large oligopolies relied on about 40 percent of their loans
from the big banks. By the late 1980s, after the deregulation and liberal-
ization of capital markets, this dependence had fallen to only 6 percent
(Yoshikawa, 2001, p. 57). Deprived of their traditional sources of invest-
ment, the banks began to engage in reckless speculation in real estate
and the stock market. Japan’s financial institutions injected about
$US220 billion in new loans to the property sector alone between 1985
and 1990 (Whittaker & Kurosawa, 1998). In the aftermath of financial
liberalization in the mid-1980s, speculation reached truly astounding pro-
portions. The large keiretsu who had invested in extra capacity to meet the
demand by the 1980s boom soon found that they were burdened with
massive excess capacity. In 1989–90, the BoJ increased interest rates from
3.8 to 8.2 percent, which triggered the bursting of the financial bubble.
Stock market prices tumbled by more than 60 percent from their peaks
(Halevi & Lucarelli, 2002).

By the early 1990s, the Japanese economy was engulfed in a debilitat-
ing crisis of overaccumulation.

The rate of capacity utilization in Japanese manufacturing in 1993
had declined by 17 percent from its peak of 1990, and it fell again
after a feeble recovery in 1994. Continuing excess capacity certainly
depresses investment in plant and equipment (p. 27) … With huge
excess productive capacity, Japanese firms sharpened their competi-
tive pressure in the market. Thus a vicious circle leading to a spiral of
depression set in in the Japanese economy, comprising falling prices
of shares and land, falls in workers’ income, and depressant prices in
the markets for products and services. (Itoh, 2000, p. 91)

To be sure, increases in productivity had outstripped wages growth by a
large margin. The lack of effective demand in the domestic market only
further encouraged outflows of capital, mostly destined to the East Asian
region. By the early 1990s, East Asia had been transformed into a formi-
dable export zone. Whereas in 1985, East Asia (excluding China) had
only accounted for 12 percent of world exports, by 1993 this figure was
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19 percent and reached as high as 23 percent before the outbreak of the
financial crisis in 1997 (Hatch & Yamamura, 1996, p. 189).

The high yen made Japanese wages simultaneously too high and too
low. In terms of costs, wages were too high to compete against East Asian
exports and sustain previous levels of manufacturing employment.
From the standpoint of effective demand, however, wages were too low
to absorb the excess capacity. Consequently, Japanese corporations
accelerated their export strategies in order to resolve their problem of
domestic surplus capacity and counteract a falling profitability. The
high yen after 1985 therefore had a perverse effect in that capital could
appropriate higher profits through a strategy of exporting capital to East
Asia in order to export goods from these production zones to Europe and
the United States. The domestic market could not act as the engine of
growth as long as real wages lagged behind productivity growth in order
to increase the level of oligopolistic profitability. FDI provided low cost
production sites in East Asia that enabled Japanese corporations to
export to the high wage markets in Europe and the United States
(Steven, 1991, p. 59). In essence, Japan sought “to maintain its export-
led growth by ‘regionalizing’ it” (Gilpin, 2000, p. 270).

As a large, industrialized capitalist economy with a relatively high
level of per capita income, the role of effective demand in the dynamics
of growth is critical. The investment of the large, oligopolistic keiretsu
who dominate the Japanese economy will depend on the level of effec-
tive demand, which determines the degree of utilization of their pro-
ductive capacity and their level of profits. In Japan, the phase of postwar
development has encountered the limits to its growth in terms of reach-
ing what Joan Robinson has described as the “golden age” of the full
employment condition of effective demand (Robinson, 1962, p. 52). As
soon as this state of “maturity” is reached, the main problem that con-
fronts the process of capital accumulation is the lack of effective
demand (Halevi, 1992, p. 468).

It can be argued, with considerable justification, that Japan had, in
effect, generated a speculative mania in the East Asian region after the
collapse of its own asset price bubble in 1990. This claim can be sup-
ported by the fact that Japan’s commercial loans to the region had
increased from only $US40 billion in 1984 to over $US265 billion in
1996 (Yoshikawa, 2001, p. 9). The sharp fall in the volume of exports
from East Asia just before the crisis had induced a series of balance of
payments deficits, which were financed by short-term capital inflows,
predominantly from Japan. At the same time, the collapse of Japan’s
speculative bubble led to a curtailment of FDI in the region from 1995
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onwards. This process of retrenchment was also amplified by the sharp
depreciation of the yen at about the same time. Between June 1995 and
June 1997, Japanese claims in the Asian NICs fell from $US301 billion to
$US180 billion (Hughes, 2000, p. 229). Hence, it can be surmised that
the crisis of overaccumulation in Japan had been regionalized before the
onset of the financial meltdown of 1997–98. As soon as the East Asian
countries encountered balance of payments deficits, spurred by prob-
lems of overcapacity, Japanese FDI was sharply curtailed, which would
then act as one of the catalysts for the ensuing currency crises.

The perverse effects of the collapse of the “bubble” economy since the
early 1990s have yet to be resolved. Private consumption – which
accounts for 60 percent of GDP – is still quite subdued, while deflation-
ary forces have threatened to spill over into a liquidity trap (Krugman,
2000). Similarly, imports have been severely curtailed and unemploy-
ment remains at record high levels, reflecting the slump in domestic
demand. Problems of excess capacity have made Japanese corporations
even more reliant on external markets and investment outlets. The
Japanese government is continuing to bail out overleveraged banks.
Despite successive stimulus packages, Japan has experienced a postwar
record in the number of bankruptcies. The MoF estimates that Japanese
financial institutions are burdened by $US388 billion in debt which 
represents about 16 percent of GDP. Some reports suggest that the level
of nonperforming loans could be as high as 30 percent of GDP.

Despite these domestic problems of deflation and a credit squeeze,
Japan continues to accumulate balance of payments surpluses. A large
proportion of these trade surpluses have been accomplished by falling
imports as a result of the stagnation of domestic demand. It is precisely
this problem of excess capacity that will compel Japanese corporations
to expand their exports in order to counteract a falling profitability on
the domestic market. The emergence of a growing trade deficit in the
US, however, could provoke retaliatory protectionist measures. The con-
ditions are therefore quite favorable for the outbreak of a classical
Keynesian trade war as each country pursues “a desperate expedient to
maintain employment at home by forcing sales on foreign markets and
restricting purchases, which, if successful, will merely shift the problem
of unemployment to the neighbor” (Keynes, 1936, pp. 382–3).

Over the past two decades, this trans-Pacific trade imbalance has been
based on a tacit agreement between the Japanese and American mon-
etary authorities that Japan would continue to recycle their trade
surpluses by purchasing US government bonds and securities. In return,
Japan would have access to the US domestic market, which would
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provide an expansionary impetus for Japanese export-led growth.3

Successive yen appreciations have been effectively countered with the
export of capital through the agency of FDI. The MoF has also been able
to limit the extent of a yen appreciation either through open market
operations in concert with the BoJ or by a tacit agreement with the US
monetary authorities. Japan has emerged as the principal foreign holder
of claims on the US government. Consequently, it has financed succes-
sive US current account deficits either directly by purchasing US bonds
and securities, or indirectly by denominating its trade and overseas
claims in the US dollar rather than the yen (Taggart-Murphy, 2000). This
tacit reciprocity imparts considerable leverage to the Japanese monetary
authorities over their American counterparts and has been deployed as a
bargaining weapon in trade negotiations. The recent birth of the euro,
however, could pose a profound dilemma for the Japanese monetary
authorities. Unlike the US Treasury, the European Central Bank is not
obliged to accommodate Japanese demands for a depreciation of the yen
(Lucarelli, 1999).

Despite this convergence of interests, American–Japanese trade fric-
tions have flared recently. The US authorities have demanded that Japan
liberalize their domestic markets and provide a stimulus to their econ-
omy in order to generate demand for East Asian exports. Japan accounts
for about 70 percent of East Asia’s GNP and possesses the largest foreign
exchange reserves in the world. A major stimulus to the Japanese econ-
omy would thus have a favorable effect and reverberate throughout the
region. The Japanese authorities, however, have been quite reluctant to
act as a locomotive for East Asia as a whole. The postwar dynamism of
the Japanese economy has been driven by exports, most notably in the
capital goods sector (Yamamura, 1986). While East Asia has been an
expanding market for Japanese exports and investment, the American
market remains its major export outlet and sphere of investment. In this
sense, trade relations with East Asia are essentially asymmetrical. Given
this inherent asymmetry in the trade relations between Japan and the
rest of East Asia, Japan has been quite reluctant to provide an expan-
sionary impetus for the region as a whole. Most of its exports are des-
tined to the industrialized countries of Europe and the United States.
East Asia is perceived as an important sphere of investment rather than
a market for Japanese exports (Kunio, 1988). Indeed, under the condi-
tions of unused capacity, exports to the East Asian region can be
increased by means of credit and commercial loans, which will only
accentuate these asymmetrical relations (Kriesler & Halevi, 1996). 
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Japan is therefore expected to run a trade surplus with the United States
and Europe in order to resolve its problem of domestic excess capacity.

In order to sustain an economic recovery, Japanese corporations are
highly dependent on the US market for their exports. The lack of effec-
tive demand in Japan means that an export-led recovery is the only
viable short-term option. This also implies a relatively weak yen against
the US dollar. An inflow of capital into Japan, however, would tend to
militate against a yen depreciation. Indeed, one would expect the yen to
strengthen against the US dollar and the euro as international financial
agents and institutions switch their portfolio preferences away from US
dollar-denominated assets during the course of a Japanese recovery.
Much of the recent expansion of the US economy has been fuelled by
the perverse “wealth effect” induced by the inflow of short-term capital
into equity markets. A sustained fall in US share prices could act as a pro-
found catalyst for a sustained phase of asset price deflation. In this
sense, there are close parallels with the collapse of Japan’s asset price
bubble more than a decade earlier.

Recovery in Japan is thus closely interwoven with the future prospects
of the US economy. The implications of a prolonged recession in Japan
could be quite serious for international financial markets. If the finan-
cial crisis in Japan persists, the US equity and capital markets will con-
tinue to provide a relatively safe haven for international investors. On
the other hand, if the Japanese economy recovers, investors could resort
to recalling their funds invested in US equities, bonds and securities.
This action will inevitably reverberate in global financial markets and
could trigger further financial panics. A sudden reverse flow of capital
from US dollar-denominated assets to yen and euro-denominated assets
would unwind the irrational “wealth effect” in the US economy. This
possible scenario could act as the harbinger to the eventual bursting of
the “bubble” economy in the United States.

Over the past few years there has developed a powerful asymmetry
between the United States and the rest of the world. Indeed, it can be
argued that the Asian economic crisis represents the reverse side of the
coin to US prosperity. The unprecedented surge in equity prices in Wall
Street can be partly attributed to the enormous inflow of capital from
the Asian markets. For instance, the US invested about $45 billion in
Asia during the first half of 1997 but in the second half, Asian investors
pumped about $21 billion into US equity markets (Omae, 1998). The
fact that most of these capital flows were denominated in US dollars
means that the US will continue to enjoy the privileges of seigniorage.
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In other words, US consumers can continue to purchase foreign goods
with domestically printed dollars. The emergence of negative real
savings in the US, however, suggests that the absorption of foreign sav-
ings, denominated in US dollars, has had a negative effect on world
investment.

The maintenance of a strong dollar policy since April 1995 imparted a
beneficial effect on US domestic consumption. US consumers have
indulged in a credit binge, spurred by cheap imports, which have con-
tributed to the maintenance of low inflation. Accompanied by histori-
cally low interest rates and an unprecedented “wealth” effect through
an upsurge in property values and equity prices, domestic consumption
has provided the catalyst for robust domestic growth. At the same time,
high profits and stock prices have attracted a further inflow of foreign
investment. According to the Commerce Department, private foreign
investors purchased $US265 billion worth of US stocks, bonds and other
securities in 1998. This excessive overaccumulation of capital, increas-
ingly skewed toward the hyperindulgent consumer sector and financed
by the proliferation of credit, has had the effect of blowing out the cur-
rent account deficit and encouraging a severe misallocation of resources
away from the productive sector to the consumption-goods sector of the
economy. In other words, the US economy has been impaired by
endemic structural distortions, which have favored luxury consumption
over investment in industrial capacity.

Conclusion

The stage is therefore set for a possible trade war between Japan and
the United States, which could prefigure a global economic slump.
Although one should be wary of historical analogies, the present config-
uration of forces suggests that a classical phase of interstate rivalry could
emerge in the absence of policies, which redress the critical issue of
international markets. Even though the problem of effective demand
has been internationalized, nation-states continue to pursue neomer-
cantilist policies, which seek to “export” unemployment. Accompanied
by the problem of global excess capacity, the process of trade liberaliza-
tion will be imperiled.

The US equity markets are experiencing a bubble economy that is
reminiscent of the Japanese experience in the late 1980s. The bursting of
the financial bubble will inevitably provoke a flight of capital from the
United States, which would act as a catalyst to a sharp dollar deprecia-
tion. Stability of the dollar depends on its acceptance as the only
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credible currency in the denomination of international payments and as
a store of value in international reserves. A general loss of confidence in
the US dollar, however, would prefigure the loss of financial privileges
conferred through seigniorage. The United States would at this critical
moment no longer be capable of financing its current account deficit
through its capital account surplus. The US current account deficit
reached a historic high level of $430 billion in 2000, equivalent to 
4.3 percent of GDP. By the end of 1999 US foreign liabilities had
exceeded overseas assets by as much as $1.5 trillion (Kwan, 2001, p. 186).
If the US foreign debt and current account deficit were no longer
denominated in the US dollar, the US Treasury would lose its ability to
monetize the process of money and credit creation. In other words, US
corporations, private agents and the public sector would be compelled
to repay their debts in foreign-denominated currencies, most notably in
the euro and the yen.

By stark contrast, Japan is the world’s largest creditor nation with net
assets estimated at $819 billion in 2000. Indeed, Japan owned about
$336 billion of US Treasury securities in the same year, equivalent to 
12 percent of the total held outside the Federal Reserve and the US
Federal government, which represented more than 28 percent of total
claims held by foreigners (Kwan, 2001, p. 187). This made Japan the
largest foreign holder of US securities. If Japanese corporations withdrew
their equity holdings denominated in US dollars and Japanese financial
institutions also switched their portfolio holdings out of US bonds and
securities as a result of a loss of earnings and the decline in the exchange
rate of the US dollar, a phase of quite severe financial instability would
be set in motion. Similarly, a sell-off of dollar securities would trigger
sharp falls in US bond prices and induce an upsurge in interest rates. The
US bubble economy would burst and find itself burdened with an ava-
lanche of nonperforming loans which could take years to resolve. In this
scenario, a phase of intensified interimperialist rivalry over the East
Asian markets would inevitably be waged between the US and Japan.
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Conclusion: the Coming Crisis

Introduction

Since the onset of the East Asian crisis, the world economy has lurched
toward chronic stagnation. Over the past decade, the US economy has
effectively acted as the market of last resort for the rest of the capitalist
countries, especially for East Asian exports. With the recent curtailment
of effective demand in the United States, however, the final pillar of sup-
port has crumbled. For the first time in over two decades, the world
economy is now at the threshold of a synchronized downturn, which
will engulf the three major poles of accumulation in East Asia, the EU
and the US. The only question that remains is over the severity of the
emerging slump. Indeed, we have shown that this crisis of chronic stag-
nation has already engulfed Japan over the past decade. The question
that will be posed in this final chapter is whether the crisis of overaccu-
mulation will ultimately assume global proportions. In other words, will
a similar dynamic of debt deflation and excess capacity characterize the
core economies of Europe and the United States? Furthermore, is there a
real likelihood that the world economy could relapse into another phase
of depression?

1 The privileges of US financial hegemony

In modern complex economies, a large and growing part of money
capital (i.e., money invested with a view to earning more money) is
not directly transformed into productive capital serving as a means
by which surplus value is extracted from the productive utilization of
labour power. Instead it is used to buy interest-bearing or dividend-
yielding financial instruments. . . . Many capitalists are being offered



an enormous variety of financial instruments to choose from – stocks
and bonds, certificates of deposit, money-market funds, titles to all
sorts of assets, options to buy and sell, futures contracts, and so on.
There is no presumption, let alone assurance, that money invested in
any of these instruments will find its way, directly or indirectly, into
real capital formation. It may just as well remain in the form of
money capital circulating around in the financial sector, fuelling the
growth of financial markets which increasingly take on a life of their
own (Magdoff & Sweezy, 1987, pp. 96–7).

Since the emergence of floating exchange rates and deregulated finan-
cial markets over the past two decades, most OECD countries have expe-
rienced the development of a finance-led regime of accumulation,
which has gradually superseded the former national-based Fordist sys-
tem. Historically, finance for investment has originated either from
banks and credit institutions or from the internal sources generated by
large, oligopolistic firms. The logic of deregulation and globalization has
led to the ascendancy of shareholder value over the previous Fordist
model in which the managers, or the “technostructure” to paraphrase
Galbraith (1976), played a strategic role in investment decisions.
Shareholder value reinforces the tendency toward deregulation, privati-
zation, restructuring and the internationalization of dollar finance. This
process appears to be more advanced in the English-speaking countries
than in East Asia and Europe.

The imposition of financial norms, such as shareholder value,
requires a new and coherent architecture for the mode of governance
of firms, the form of competition, the wage/labour nexus and the
objectives of monetary policy, public budget and tax system. . . . The
stability of an equity-based regime depends on monetary policy
which controls financial bubbles and thus the diffusion of finance
may push the economy into a zone of structural instability. The next
major financial crisis may originate in the USA whose economy
approximates most closely to the model. (Boyer, 2000, p. 111)

Shareholder value presupposes a more rigorous form of market disci-
pline imposed on private corporations in which the overriding impera-
tive is to maximize returns on investment. Financial returns therefore
increasingly assume potent hegemonic forces in the dynamics of capital
accumulation. In this sense, Pigou’s wealth effect, which transforms mil-
lions of ordinary workers into investors, acts as a powerful transmission
mechanism in the maintenance of the purchasing power of consumers.
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In 1987, 25 percent of US households had a stake in the stock market. By
the late 1990s, over half of all US households owned shares, either
directly or indirectly through mutual funds (Harmes, 2001). Indeed, the
financial assets of mutual and pension funds had grown by almost ten-
fold since 1980, estimated at about $20 trillion in the mid-1990s (Gilpin,
2000, p. 32). Yet despite the growth of a mass investment culture, the dis-
tribution of wealth is still extremely skewed toward the top 10 percent of
households in the US and this disparity is becoming even more extreme.
In 1995, for instance, the wealthiest 1 percent of US households ac-
counted for 42 percent of stocks owned by individuals and 56 percent of
bonds; while the top 10 percent accounted for about 90 percent. “Since
households own about half of all corporate stock, the posh 1% owns a
quarter of the productive capital and future profits of corporate America;
the top 10%, nearly half” (Henwood, 1998, pp. 66–7).

Between 1993 and 1999, equity prices increased by more than
13.9 percent above the growth of real output (Pollin, 2000, p. 33). In the
decade 1991 to 2000, this excessive “wealth effect” represented more
than $8 trillion. If one assumes that a one-dollar increase in net finan-
cial wealth increases consumption by 3 cents, the wealth effect has
therefore increased private consumption by an estimated $240 billion
over the same period. According to Pollin (2000), this excess consump-
tion was equivalent to the 4.5 percent decline in national savings in the
US. It has been estimated that for every dollar decline in the market
value of their wealth, American consumers would curtail their spending
by 4–5 cents, which would be large enough to induce a recession
(Strange, 1998, p. 79). At the same time, wages in the US have remained
relatively stagnant and have lagged behind productivity growth.

With wages held down as output and productivity rise, profits
inevitably increase. Under Clinton they have reached a 30-year peak.
In 1997 the share of total corporate income accruing to profits was
21.6 per cent, as opposed to the cyclical highs under Nixon (1973) of
18 per cent, Carter (1979) of 17.4 per cent, and even Reagan (1984)
of 18.4 per cent. (Pollin, 2000, p. 32)

As passive savers are converted into active investors, this finance-
driven logic of accumulation merely reinforces the tendencies toward
neoliberal economic policies in the sense that millions of investors now
have a vested interest in these very same policies. Neoliberal ideology
alone could not have mobilized this enormous constituency. Yet the
most perverse characteristic of this financial mania is that it resembles a
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casino. Between 1986 and 1996, bond issues tripled, securities issues
increased by more than tenfold and foreign exchange transactions
quadrupled to over $1 trillion (Strange, 1998, pp. 17–18). Furthermore,
the value of outstanding derivatives contracts in the OECD was esti-
mated at $77.5 trillion in March 1995, which represented twice the
value of world GNP. By far the greatest share of this market was in
the foreign exchange and interest rate contracts (Strange, 1998, p. 30).
The volume of foreign exchange trading in the late 1990s has been esti-
mated at about $1.5 trillion per day, an eightfold increase since 1986
(Gilpin, 2000, p. 22). Hedge funds, which speculate in foreign exchange
markets, are capable of mobilizing between $600 billion and $1 trillion
to bet against currencies in well-organized, speculative attacks (Gowan,
1999, p. 98). The real vulnerability of this finance-led regime of accu-
mulation is that it has been based upon the greatest equity boom in
modern history. The 1990s speculative boom in the United States has
already reached its zenith. The bursting of the financial bubble will
reverberate on a global scale.

In short, the US economy is very prone to financial crises. The busi-
ness cycle is almost entirely dependent upon asset price bubbles. For
instance, the Dow Jones Industrial Average stood at about 3600 in 1994.
By 1999 it had exceeded 11000, or more than tripling in five years.
Price/earnings ratios reached a historic record of 44.3 in January 2000,
compared to 32.6 in September 1929. Conversely dividend yields
reached record lows. The historical average dividend yield has been esti-
mated at 4.7 percent. In January 2000, the dividend yield was estimated
at only 1.2 percent of asset prices (Shiller, 2000, p. 8). The US economy
has been very dependent on the inflow of short-term, highly liquid
funds, which are quite prone to reversal if Wall Street ceases to generate
high rates of return. Indeed, this process of chronic financial retrench-
ment had already been set in motion even before the events of
September 11, 2001. According to Eatwell and Taylor (1999), the US
economy is caught in a debt trap: “The jaws of the trap are the growing
imbalances between outstanding stocks (or volumes) of financial claims,
on the one hand, and flows of interest payments, imports and exports,
and consumer spending, on the other hand. Critical stock-flow ratios
are dangerously high” (Eatwell & Taylor, 1999, p. 34).

Most of the recent speculative activity has been concentrated in the
telco and Internet stocks. Excessive market valuation in the latter is
reflected in the unrealistic price/earnings ratio, estimated at an average
of 300 to 1 in March 2000. Most of these “virtual” companies have yet
to realize a profit. To be sure, America’s estimated 371 publicly traded

Conclusion 161



Internet companies were collectively valued at about $US1.3 trillion in
March 2000 which was equivalent to about 8 percent of the entire US
stock market. Given the fact that the vast majority of these stocks con-
tinue to be unprofitable, there has been an inevitable shakeout of the
market as the Schumpeterian forces of creative destruction have been set
in motion. The consequences for the US bubble economy would appear
to be quite dire. The recent collapse of market valuations in this “new”
economy sector could prefigure a major stock market correction and
reverse the irrational wealth effect.

The Internet stocks that have headlined the mania over the last year
(1999) are without known precedent in US financial history. At its
highs in early April, the market capitalization of Priceline.com, which
sells airline tickets on the web and has microscopic revenues, was
twice that of United Airlines…. America Online (AOL) was worth
nearly twice as much as Disney and Time Warner combined, and
more than GM and Ford combined…. At its peak, AOL sported a
price/earnings ratio of 720, Yahoo! of 1468 and eBay of 9571.
(Henwood, 1999, p. 129)

A classical phase of debt deflation could emerge in this process of
financial retrenchment (Fisher, 1933; Minsky, 1982). Between 1976 and
1999, the level of personal debt as a proportion of disposable household
income had increased from 64.3 percent to over 94.2 percent in the
United States (Pollin, 2000, p. 33). By 2000, outstanding private debt
was two and a quarter times GDP, while total outstanding debt – private
and public – reached three times that of GDP (Ed., Monthly Review, April,
2002). Indeed, since the early 1980s Americans have borrowed from the
rest of the world’s savings, most notably from Japan, in order to finance
their domestic consumption and investment. In the event of a loss of
confidence in the US dollar, these debts would have to be validated in
foreign currencies, especially in the euro and the yen.

2 A hegemonic crisis?

Undoubtedly the fact of hegemony presupposes that account be
taken of the interests and the tendencies of the groups over which
hegemony is to be exercised and that a certain compromise equilib-
rium should be formed – in other words, that the leading group
should make sacrifices of an economic-corporate kind. But there is no
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doubt that such sacrifices and such a compromise cannot touch the
essential; for though hegemony is ethical-political, it must be eco-
nomic, must necessarily be based on the decisive function exercised
by the leading group in the decisive nucleus of economic activity.
(Gramsci, 1971, p. 161)

Just as the interwar crisis witnessed a global transition from one hege-
monic power to another – or from the free trade imperialism of Pax
Britannica to the rise of Pax Americana under the aegis of the postwar
Bretton Woods system – so too the present systemic crisis carries with it
the clash between the three great hegemonic powers of the EU,
Japan/East Asia and the US. In the absence of a stable hegemonic
system, the world economy could enter into a prolonged period of
chronic instability and interstate anarchy. Viewed from the standpoint
of these secular phases of hegemonic transition, the financial explosion
over the past two decades represents the demise or the “autumn” phase
of the present regime of Pax Americana (Arrighi, 1994).

The crisis of overaccumulation means that markets have become
saturated and in order to reinvest profitably, financial markets become
the channels through which a growing proportion of capital is held and
reinvested in its liquid form, while an ever-growing volume is devoted
almost entirely to short-term speculation. The financial expansion, in
turn, sets in train a more intense struggle over the capture of mobile
capital by competing oligopolies and nation-states. Hence, there is a
paradoxical tendency to inflate the power of the dominant hegemonic
state as it attracts a disproportionate share of mobile capital. The fact that
most of these financial flows are denominated in the American dollar
tends to increase US global financial preeminence. In other words, over
the past two decades, the US has been reaping the fruits of its privileged
access to financial markets and has enjoyed the benefits derived through
its powers of seigniorage over the dollar. Throughout the 1990s, this
enormous financial leverage has been exploited through the agency of
the Wall Street–IMF–US Treasury complex and the export of neoliberal
ideology (Gowan, 1999). These enormous advantages have, in a sense,
postponed the impending and inevitable decline of US global hegemony.

In this context, the greatest interimperialist fault-line lies across the
Pacific as the new dynamic centres of accumulation in East Asia
inevitably collide with US geostrategic imperatives in the region. An apt
historical analogy might be the rivalry between ancient Rome and
Carthage over the trading routes of the Mediterranean.
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In past hegemonic transitions, the crises that ushered in the demise
of the old financial centre were felt earliest and most severely in the
rising financial centres (London in 1772 and New York in 1929). It fol-
lows that the Asian financial crises of the 1990s cannot be taken as
proof of long-term weakness. Indeed, no matter how much US power
may have been reflated, it is unlikely to have been reflated enough to
stop the rotation of the global economy’s centre of gravity back to
where it was in pre-modern times … . Just as victory in the First World
War destroyed Britain’s status as the leading creditor nation, so vic-
tory in the Second Cold War turned the United States into the largest
debtor nation. (Arrighi & Silver, 1999, pp. 275–6)

In a broader geopolitical context, the basic contradiction lies in the fact
that the US has emerged as the unrivalled, global military hegemon
since the collapse of the Soviet Union in 1989. Yet at the same time,
Japan and the East Asian archipelago have emerged as the largest
streams of surplus value and sources of world investment and liquidity.
Politically and militarily, however, East Asia is still subordinate to the
geopolitical imperatives of US imperialism. Their global power has been
circumscribed and emasculated, while historical enmities and political
rivalries within the region continue to prevent the creation of a cohesive
trade and currency bloc.

If the European experience is any guide, economic and monetary
union is first and foremost a political process. It should be borne in mind
that the European experiment was consummated amidst the ruins of
war and evolved into a peculiar creature of the Cold War. Monetary
union was the culmination of a long, protracted political engagement in
the construction of an economic edifice and a supranational framework
that has its origins in Franco-German rapprochement after the war. 
In this sense, the making of Europe was the answer to Germany’s own
making. The political dimension could ultimately prove to be the
Achilles’ heel of Asian economic and monetary integration. Unlike
Europe, Asia has not developed, to any great degree, deep-seated institu-
tions and the political machine required to propel the rationalizing
dynamic of regional integration. History might unwittingly be recast as
Asia’s ultimate enemy. Regional suspicions of Japan’s hegemonic ambi-
tions still resonate after more than half a century has elapsed since
Japan’s imperialist wars.

The creation of a possible yen zone will inevitably encounter strident
American opposition. This was recently highlighted by the IMF/US
rejection of Japan’s proposal to establish an Asian monetary fund in the
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wake of the speculative turmoil of 1997/98. It is highly doubtful if the
Americans would tolerate the prospect of a loss of markets, investment
outlets and the curtailment of their military presence in the region. If
the Americans were to surrender their privileges of seigniorage, the sub-
sequent adjustment would be intolerably painful in terms of the loss of
purchasing power afforded by a relatively strong dollar and the swelling
ranks of the unemployed that a collapse in effective demand would
entail.

If it had to pay these debts in other currencies, it would quickly find
itself in very serious difficulties. Short of being able to use its military-
industrial muscle to insist upon the continued dominance of the dol-
lar, it would have to undergo a radical social reorganisation internally
and cope with the disruptive consequences. Such a challenge to the
dollar could, of course, come from a rise of the euro or some East
Asian regional currency. (Gowan, 2002, p. 143)

The sudden collapse of the dollar would impart quite profound ramifi-
cations for the global economy as the events after the 1985 Plaza accords
have already starkly demonstrated. Indeed, what is ultimately at stake is
the very existence of the postwar system of Pax Americana. In Gramscian
terminology, the American–Japanese axis is one of catastrophic equilib-
rium. In the event of a crash of the dollar, Japanese investors in US bonds
and equities would stand to make considerable losses, which could trig-
ger a sudden withdrawal of their funds from the US. At the same time,
the US would no longer be able to finance its current account deficit by
attracting an inflow of capital. It might not be too implausible to evoke
the specter of an intensified phase of interimperialist rivalry across the
Pacific and the mobilization of US military power to reassert their hege-
monic power in the East Asian region.

An alternative scenario would be a gradual US withdrawal and retreat
into its own trade and currency bloc analogous to the experience of the
United Kingdom during the interwar crisis as it retreated behind the
sterling bloc area. In other words, the US could eventually sever its
imperialist ties with the “informal” empire and reconstitute its formal
links. The formal spheres would include most of the English-speaking
countries as well as the traditional neocolonial countries of Latin
America. In this sense, the creation of the North American Free Trade
Agreement (NAFTA) between the US, Canada and Mexico in 1994
signaled a radical shift away from multilateralism and towards the
formation of a regional trading bloc. The NAFTA was, in this critical
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perspective, a US reaction against the EU and East Asia’s flying geese
formation. It was an attempt to increase their leverage in international
trade negotiations and exploit a regional division of labor to improve
their international competitiveness. Indeed, these tendencies toward
regionalism were already evident as early as 1988 with the signing of the
US–Canada Free Trade Agreement (FTA). This process of integration had
also been well advanced over the previous decades as the Canadian
economy gravitated closer to the US.

Beginning with the auto pact and the linking of the American and
Canadian dollars in the 1980s, economic integration of the two
economies accelerated rapidly. Canadian FDI in the US economy
grew significantly. By 1985, over 70 percent of Canada’s exports went
to the US, and over 70 percent of its imports came from the US.
Furthermore, nearly 50 percent of these exports and imports have
involved intra-firm transfers by US and Canadian MNCs. Thus, both
trade and FDI have linked the American and Canadian economies
closely together. (Gilpin, 2000, p. 240)

In the meantime, the process of negative integration between the US
and Mexico has also accelerated. This took the form of increased US FDI
in Mexico as US manufacturers restructured and began to relocate their
plants in Mexico in order to improve their international competi-
tiveness by taking advantage of lower Mexican wages, less stringent
environmental laws and by the lure of tax incentives. By 1994, over
60 percent of FDI in Mexico originated in the US, while 70 percent of
Mexico’s trade was destined to the US (Gilpin, 2000, p. 242). Hence, the
formal signing of the NAFTA accelerated the process of trade and invest-
ment liberalization. The major accent of the treaty was on the phasing
out of most trade barriers in manufactured goods, especially in the auto
sector and in textiles. However, tariff barriers on most agricultural
commodities will be phased out over a 15-year period.

The extension of the NAFTA to include all of Latin America was
proposed by the Clinton administration but has encountered wide-
spread skepticism by other Latin American countries. Many of them
were quite wary of US political motives in the region, given the long
history of US political and military intervention. The willingness of the
Americans to open up their agricultural markets was also met with
considerable skepticism. Indeed, the creation of the Mercosur trade pact
in 1991 between Brazil, Argentina, Paraguay and Uruguay can be viewed
as a political counter to the NAFTA.
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Conclusion

The rise of neoliberal economic doctrines and the unleashing of the
forces of globalization since the mid-1970s have led to the demise of the
postwar Keynesian consensus. We can surmise that globalization is a
complex, hybrid process that integrates as well as disintegrates. This era
has been characterized by stagnation and crisis. One of the unintended
consequences that accompanied the neoliberal ascendancy has been a
widespread myopia and historical amnesia over the bitter lessons of the
great depression. The critical question, therefore, is whether the world
economy is on the brink of another prolonged crisis. If so, then the
lessons of the 1930s acquire greater resonance. History would vindicate
the economic theories of Keynes and Kalecki and bestow them with
the intellectual authority that has been denied to them by the latter-day
“vulgar” economists. Yet despite the demise of neo-Keynesianism,
which was born out of the neoclassical synthesis of the 1950s, the insti-
tutions and policy instruments that one normally attributes to the
Keynesian revolution, still remain relatively intact. The question there-
fore arises that, given this institutional framework, is another great
depression possible? After all, one could quite easily contend that,
unlike the great depression, the automatic stabilizers performed by
the state sector are still in place despite being considerably weakened by
the neoliberal counter-revolution. Similarly, the onset of a recession
could be mitigated to some extent by expansionary fiscal and monetary
policies, despite the penalties imposed by deregulated financial markets.
Furthermore, with the demise of Pax Americana, will the global economy
evolve into competing trade and currency blocs reminiscent of the inter-
war crisis? These issues still remain open to debate and will be tested by
the severity of the coming crisis.
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Notes

Introduction

1. A highly recommended recent study is Peter Gowan’s The Global Gamble (1999).
2. The disastrous consequences of these types of economic policies were most

evident in Russia in the early 1990s. Yeltsin and his economic chief, Gaidar,
responding to advice from the IMF and Western economists, introduced
“shock therapy” which involved price liberalization and the removal of subsi-
dies to industries, which in turn, triggered wholesale bankruptcies and a grow-
ing army of unemployed. The end result was mass unemployment and a
collapse in the standard of living. At the same time, the privatization of pub-
lic enterprises gave rise to a small class of overnight billionaires who emerged
from the ranks of the old nomenclature. An upsurge in hyperinflation wiped
out personal savings and reduced purchasing power by a half. While income
rose by 600 percent in the first half of 1992, consumer prices increased by
almost twice that rate. Indeed, the period of “shock therapy” represented a
phase of unprecedented economic collapse from which Russia has yet to
recover. Global market pressures – made explicit by the tough IMF program –
have threatened to reduce most of the country to a Third World status based
primarily on extractive and agrarian industries. By the mid-1990s, the Russian
GDP was slightly larger than that of Belgium.

3. The onset of a deflationary spiral was particularly evident in Japan in the 1990s.

1 Accumulation and Crisis: Marxian Controversies

1. The simplified two-sector Lewis model was developed in the 1950s in which
surplus labor in the traditional agricultural sector migrates to the higher wage,
higher productivity industrial sector. The rate at which this process occurs is
determined by the rate of industrial development and capital accumulation in
the modern sector. Lewis assumes that all profits in the modern sector are
reinvested and that wages in this sector are generally higher due to higher pro-
ductivity growth (Lewis, 1956).

2. The law of increasing returns is explored in more detail in Chapter 2.
3. The Marxian concept of equilibrium is quite different from the Walrasian

version of general equilibrium. It refers to the interrelatedness of the different
sectors of a closed economy and has its intellectual roots in the classical econ-
omists (Smith and Ricardo) as well as in the original Physiocratic treatment of
Quesnay’s Tableau Economique (Junankar, 1982, p. 9).

2 Circular and Cumulative Causation

1. Appendix 2A provides a very simple elaboration of the Solow/Swan growth
accounting model.



2. The original general equilibrium models were grounded on the mathematical
principles of Newtonian mechanics.

3. Endogenous growth theories, unlike the Keynesian schema, generally support
the neoclassical linear, causal relation between saving and investment. The
causation runs from saving to investment.

4. The theoretical difficulties associated with the existence of heterogeneous cap-
ital goods have been a serious issue of contention in the very construct of an
aggregate production function. The “capital controversies” of the 1950s and
1960s highlighted some of these logical inconsistencies (Pasinetti & Scazzieri,
1990). The limited scope of this study precludes a more detailed treatment of
these issues.

5. The Kaleckian concept of the “degree of monopoly” will be explored in more
detail in Chapter 3.

6. A more detailed treatment of innovation and technical change is elaborated in
Chapter 4.

7. Some excellent studies of the Institutionalist and Evolutionary strands of eco-
nomic thought are provided by Hodgson (1999, 2001).

8. Harrod’s original formula was that assuming exports (E) of a particular coun-
try are given exogenously and imports are a simple linear function of income
(M � mY, with 0  m  1), and there are no other “leakages” from income (Y),
so that

Y� E (the general multiplier formula)

where 1 � r � m, so that E � mY, or E � M.
9. Thirwall developed a “dynamized version” of the Harrod multiplier:

�y � �e/�

where �y and �e are the logarithmic growth rates of income and exports
respectively, and � represents the income elasticity of demand for imports.

3 Overaccumulation and Crisis

1. According to Kalecki, capitalists earn what they spend and workers spend
what they earn.

4 Long Cycles of Growth and Stagnation?

1. Appendix 4A provides a more detailed elaboration of Harrod’s trade cycle theory.

6 The Onset of “Eurosclerosis”

1. An excellent critique of the Maastricht fiscal criteria is elaborated by Pasinetti
(1998, 1998a).

1
1 � r
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7 The US–Japanese Axis: Unity or Rivalry?

1. The product-cycle type of development was first formulated by Japanese econ-
omist Akamatsu in the early 1940s and has become known as the “flying
geese” pattern of industrialization (Yamazawa, 1990).

2. During the 1980s, the price of real estate rose by a factor of 5. At their respec-
tive peaks, the total estimated value of Japanese land was 60 percent of world
property values, while Japanese equities accounted for almost 40 percent of
world stock market values (Linge, 1997, p. 62).

3. These coordinated central bank operations triggered the most recent financial
crisis in October 1998 with the collapse of the “yen-carry” trade. Hedge funds
had borrowed at the low Japanese interest rate in order to make a profit
through arbitrage by lending at the higher interest rates in Europe and the
United States. However, after the Russian default in August 1998, most of
these hedge funds were caught short and were forced to cover their exposure
in Russia by deleveraging their accumulated yen borrowings. In October 1998,
the yen soared from 135 to 115 to the dollar, which wiped out most of the
profits in the yen-carry trade and precipitated the near collapse of the Long-
Term Capital Management hedge fund. These events led to a massive rescue
operation by the US Federal Reserve in concert with private investors in order
to avoid a global credit crunch.
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